
Transcript Exhi 



piJ Arizona Reporting Service, Inc. 
::W#J:: 

NCRA. Court Reporting & Videoconferencing Center ElHlCS FIRST 
Arizana Court RcportmAuorl.nom 

e-mail: azrs@az-reporting.com 
www.az-reporting.com 

Marta T. Hetzer 
Administrator/Owner 

HAND DELIVERED 

Suite 502 
2200 North Central Avenue 

Phoenix, AZ 85004-1481 
MAIN (602) 274-9944 

FAX (602) 277-4264 

August 5 , 20 1 3 

Case: 

Date: 

Arizona Electric Power Cooperative, Inc. 

July 29 and August 1,20 13 
Volumes I and 11, Concluded 

Number: E-01773A-12-0305 

Dear ALJ Jibilian: 

This is to confirm that you retained Exhibit No. S-10. This exhibit was designated confidential 
during the above-referenced matter. 

Please let us know if you have any questions or if we may be of any further assistance. 

Very truly yours, 

Marta T. Hetzer 
Administrator/Owner 

Enclosure 

copy to: Docket Control 
All parties present at the hearing 

mailto:azrs@az-reporting.com
http://www.az-reporting.com


BEFORE THE ARIZONA CORPORATION COMMXSSlON 

BOB STUMP 
Chairman 

GARY PIERCE 
Commissioner 

BRENDA BURNS 
Commissioner 

BOB BURNS 
Commissioner 

SUSAN BITTER SMITH 
Commissioner 

IN THE MATTER OF THE APPLICATION OF ) DOCKET NO. E-01 773A- 12-0305 
THE ARIZONA ELECTRIC POWER ) 
COOPERATIVE, INC. FOR A HEARING TO ) 
DETERMINE THE FAIR VALUE OF ITS 1 
PROPERTY FOR RATEMAKING PURPOSES, ) 
TO FIX A JUST AND REASONABLE RETURN ) 
THEREON AND TO APPROVE RATES 1 
DESIGNED TO DEVELOP SUCH RETURN ) 

) 

REDACTED 

DIRECT 

TESTIMONY 

OF 

DENNIS M. KALBARCZYK 

(CONSULTANT) 

ON BEHALF OF THE STAFF OF THE 

UTILITIES DIVISION 

ARIZONA CORPORATION COMMISSION 

MAY 1,2013 



TABLE OF CONTENTS 

Page 
I . INTRODUCTION ............................................................................................................ 1 
11 . 

111 . 

IV . RATE BASE ELEMENTS ............................................................................................. 10 

V . REVENUE AND EXPENSE ELEMENTS .................................................................... 19 

INTRODUCTION AND BACKGROUND ..................................................................... 4 

REVENUE REQUIREMENT .......................................................................................... 7 



5 

6 

7 

E 

s 
1c 

11 

12 

13 

1 A 

1: 

1C 

1; 

1t 

15 

2( 

21 

2: 

2: 

2L 

2! 

Direct Testimony of Dennis M. Kalbarczyk 
Docket No. E-01773A-12-0305 
Page 1 

I. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION 

Please state your name and business address. 

My name is Dennis M. Kalbarczyk. My business address is 910 Piketown Road, Harrisburg, 

Pennsylvania 171 12. 

By whom are you employed and in what capacity? 

I am the principal of Utility Rate Resources, and work frequently with the Liberty Consulting 

Group, Inc. (“Liberty”),. Liberty has been engaged by the Arizona Corporation Commission 

(“ACC” or “Commission”) to assist the Utilities Division (“Staff’) in the review of the 

Arizona Electric Power Cooperative Inc.’s (“AEPCO” or “Cooperative”) application for a 

general rate increase in the proceeding at Docket No. E-01773A-12-0305. 

Briefly summarize your education background and professional qualifications. 

I graduated in 1971 with a Bachelor of Science Degree in Accounting fi-om Husson College 

(now Husson University), in Bangor, Maine. In 1969, I received an Associate in Art Degree 

in Accounting fkom Strayer College (now Strayer University), in Washington D.C. I am the 

principal in Utility Rate Resources, which was formed in October 1990. I have prepared over 

fifty rate case filings, which have included almost all key aspects of the ratemaking process, 

such as revenue requirement elements (revenues, operation & maintenance expenses, 

administrative and general expenses, taxes, depreciation and amortization expenses, and rate 

base valuation); rate of return; cost of service; rate design; and, other specialty tariff rate 

design matters. 

I was employed by Drazen-Brubaker & Associates, Inc. fkom March 1988 to September 1990. 

I presented testimony and prepared financial statements necessary for applications for 
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Certificates of Public Convenience before the Pennsylvania Public Utility Commission 

(“PaPUC”). Additionally, I was responsible for the preparation and filing of rate cases, and 

testified on behalf of utilities under PaPUC regulation. Prior to March 1988, I was employed 

by Metropolitan Edison Company, a subsidiary of First Energy, formerly GPU Energy and 

General Public Utilities. I spent three years in the utility’s Rate Revenue Requirement 

Department as a Senior Financial Analyst. My responsibilities included the preparation, 

review, and analysis of financial reports, budgets, and management responsibility for rate and 

regulatory matters before the PaPUC. 

From 1975 through 1985, I was employed by the PaPUC, serving primarily in the 

performance of financial and operations audits and in rate proceedings. I testified on revenue 

requirements matters in nearly all the major electric rate cases during my time at the PaPUC, 

and performed audits of electric, gas, and water companies for compliance with Commission 

regulations in the areas of energy cost, coal and gas contracts, and affiliated service contracts. 

I testified in Energy Cost Rate, Gas Cost Rate, and Coal Compliance proceedings. I actively 

participated in developing the Commission’s first set of regulations on Fuel Procurement 

Policy and Procedures, Tariffs and Procedures on Energy Cost Rates for electric companies 

and Gas Cost Rates for gas companies, and designed computerized procedures for electric 

utilities to report fossil fuel purchases to the PaPUC. From 1972 to 1975, I held progressive 

degrees of responsibilities with Certified Public Accounting firms performing accounting, 

auditing and tax preparation duties. 

I have specialized in the area of utility rate and economic consulting related to the financial 

aspects of public utility rates and regulation. My work has encompassed rate case filings, 

certificates of public convenience, expert testimony, and financial applications for funding by 
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Q. 
A. 

the Pennsylvania &structure Investment Authority. I have participated in regulatory and 

legal proceedings concerning investor-owned and municipal utilities, have testified before 

governmental agencies and courts, and have represented utilities as well as consumers of 

utility services. 

Since 2002, I have been providing senior level consulting services to Liberty, participating in 

an audit of electricity distribution service costs for inclusion in revenue requirement before the 

Illinois Commerce Commission, and serving as a team member on focused audits (for the 

New Jersey Board of Public Utilities) addressing financing, accounting, and affiliate charges 

of National Utilities Inc. (Elizabethtown Gas), South Jersey Gas, and New Jersey Natural Gas. 

I participated in Liberty examinations of fuel adjustment mechanism costs and issues for staffs 

of the Arizona Corporation Commission and the Nova Scotia Utility and Review Board 

(‘NSUARB”). I also participated in Liberty’s engagements to assist Staff in the review of 

AEPCO’s and the Southwest Transmission Cooperative, Inc. (“SWTC”) applications for a 

general rate increase in the proceedings at Docket Nos. E-01773A-09-0472 and E-041OOA- 

09-0496 pertaining to cost of service and rate design matters, respectively and testified to 

same. I also participated with Liberty in Nova Scotia Power Incorporated’s last two general 

rate increase filings pertaining to revenue requirement matters, and testified to same. I have 

testified in more than 70 rate and regulatory matters on behalf of state regulatory 

commissions, utilities, municipal authorities, and various consumer groups. 

What is the purpose of your testimony? 

I am addressing, on behalf of the Staff, AEPCO’s revenue requirement request and the l l l y  

allocated cost of service study and proposed rate design as submitted by AEPCO witnesses 

Peter Scott and Gary E. Pierson. With regard to various elements of AEPCO’s revenue 
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11. 

Q. 
A. 

requirement request, I will also be relying upon the review and recommendations of other 

Liberty team members involved in the instant proceeding. I provide the following brief 

summary of the area of responsibilities of the Liberty team members. Mr. Vickroy addresses 

the overall rate of return component related to the net income component level to be factored 

into the determination of revenue requirement. Mr. John Antonuk testifies on fuel and 

purchase power matters along with corresponding recommendations in this area. Mr. Mazzini 

pedormed an engineering review of the AEPCO generating facilities; thus, reliance upon his 

findings and recommendations are relevant in-part to plant and depreciation matters, as well as 

related operation and maintenance criteria related to same. 

INTRODUCTION AND BACKGROUND 

Briefly state your understanding of the nature of this proceeding? 

On July 5, 2013, AEPCO filed a general rate application with the Commission, requesting 

an overall revenue decrease of approximately $4.527 million to its pro forma adjusted 

December 3 1,201 1, test year present rate revenues. AEPCO proposed an effective date of 

November 1, 2013, for these new rates, which, as filed, would produce a 2.92 percent 

decrease to proposed rate revenues. Table 1 below reflects the major revenue requirement 

elements within AEPCO’s filing; i.e., operation and maintenance expenses, depreciation 

and amortization expenses, taxes, and net income. For ratemaking purposes, the overall 

rate of return is expressed as percentage of net income over rate base values; i.e., net plant- 

in-service values and other investment values such as fuel and material and supplies stock. 

As illustrated, reclassified per book revenues and expenses of $166.5 and $154.5 million 

would produce $1 1.9 million of net income and a 4.42 percent overall rate of return when 

divided by $270.7 million of rate base. On a pro forma adjusted basis, revenues of $163.6 
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minus expenses of $148.4 million would produce $15.2 million of net income and a 5.68 

percent overall rate of return when divided by $267.5 million of pro forma rate base. Thus, 

a $4.5 million reduction to revenues and net income would produce a 3.99 percent rate of 

return ($10.7 million adjusted net income divided by same $267.5 million rate base). 

The preceding discussion takes a traditional ratemaking approach based upon an overall 

rate of return calculation. The revenue requirements of AEPCO, as a cooperative, are 

driven by the necessary margins available to maintain adequate Debt Service Coverage 

(“DSC”) and Total Interest Earned Ratio (“TIER”). The next table shows AEPCO’s per 

books and pro forma present and proposed DSC and TIER ratios. AEPCO’s as-filed 

proposed DSC ratio of 1.32 times would reflect a $6 million ($24.6 - $18.6) margin above 

long-term debt service requirements; see the next table. 
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TIER (Net Margin + Int 1.18 1.70 1.21 
LT Debt / Int LT Debt) 

Q. 
A. 

AEPCO’s last rate case was filed on October 1, 2009, in Docket No. E-01773A-09-0472. 

Commission Decision No. 72055 authorized new rates that went into effect on January 1, 

201 1. On October 20,201 1, AEPCO filed an application requesting to reopen and amend 

the prior order, to correct minor errors in the calculation of rates attributable to the 

allocation of fixed gas costs. The January 6,  2012, Commission Decision No. 72735 

approved the change requested by AEPCO. 

Whom does AEPCO serve? 

AEPCO is a not-for-profit generation cooperative providing wholesale power needs to three 

Collective All-Requirements Members (“CARM”) Class A members: Duncan Valley Electric 

Cooperative, Inc. (Arizona), Graham County Electric Cooperative, Inc. (Arizona), and Anza 

Electric Cooperative (south-central California). AEPCO also provides service to three Partial- 

Requirement Members (“PRM”), Class A distribution cooperatives: Mohave Electric 

Cooperative, Inc., (“MEC”), Sulphur Springs Valley Electric Cooperative, Inc. (“SSVEC”), 

and Trico Electric Cooperative, Inc. (“TEUCO”). 
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Q. 

A. 

Please summarize the requested change in rates. 

Table 3 below compares present rates to those proposed. Generally, CARM and PRM 

revenues will decrease by 1.30 percent and 3.12 percent, respectively, combining to 

produce a net revenue decrease of 2.92 percent. 

TRICO Electric Cooperative I 
Fixed Monthly Charge $710,367 $743,828 $33,461 4.71% 

12.48% 1 
Base Resources Energy Chargekwh $0.03214 $0.02947 ($0.00267) ( 8.31%) 1 
Other Existing Resources Chargekwh $0.05747 $0.04219 

O&M Monthly Charge $764,465 $ 859,840 $ 95,375 

($0.01 528) (26.59%) 26.59% $0.05747 $0.04219 $0.01 528 

111. REVENUE REQUIREMENT 

Q. What general concepts were applied in Liberty’s review of AEPCO’s revenue 

requirement request? 

AEPCO based its revenue requirement on an historic test year ended December 31, 2011. 

AEPCO made adjustments on a pro forma basis to reflect known and measurable changes to 

operations on normalized going forward basis. The ratemaking approach in Arizona, which is 

A. 
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Q. 
A. 

similar to that of other state utility regulatory authorities, seeks to match investments and 

expenses required to provide regulated service, in order to identify the corresponding revenues 

required to provide a margin appropriate for providing a reasonable opportunity for return on 

investment similar to like businesses facing similar risks. Further, investments (rate base net 

plant, related fuel stock, and materials and supplies) and expenses must be used and useful, 

necessary for the conduct of business, and costs must be prudent and reasonable. Finally, the 

ratemaking process also provides that costs that fluctuate be normalized or averaged, and that 

extraordinary or non-recurring costs be amortized where appropriate for recovery over time 

through the rate setting process. 

Liberty considered all of these factors in its review of AEPCO’s identification of its total 

revenue requirement needs. Liberty reviewed all pro forma adjustments, and tested them for 

reasonableness, and examined other major cost components used to develop the total cost of 

service or revenue requirement needs. 

Please summarize AEPCO’s reasons for the proposed revenue requirement decrease. 

Table 4 below provides a brief summary of the major pro forma adjustments and changes in 

operations that affect AEPCO’s proposed revenue decrease of $4.5 million. Liberty reviewed 

each of the proposed adjustments and the table notes its acceptance or rejection. Liberty also 

proposes additional adjustments, as discussed below. AEPCO’s pro forma adjustments affect 

both income statement items (revenue and expense) and plant-investment values (rate base). 

For example, AEPCO’s filing reflects a $3.2 million net increase in depreciation expenses, 

based upon an outside firm’s study of the Apache station. Adjustments resulting fiom this 

study affect revenue requirements associated with expenses and rate base. 
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ED2 Contract 
Termination 

Coal Cost Expense 
Adj. 

Fixed Gas Chrg. 
Adj . 

Payroll & 
Overheads Adj. 

Maint. Outage 
Overhaul Adj . 

Point-To-Point 
Wheeling Adj. 
Scheduling & 
Trading SVCS - 
Adj . 
APM Regional 
Trading Center 
Adj . 
cost cutting 
Programs 

Amortize Rate 
Case Exp. 

Calif. Parties Legal 
Cost Adj. 

Southpoint PPA 
Capacity Adj. 

Depr./Amort. 

Cut Debt Ref. Adj. 

Int. hua l iza t ion  
Adj . 

Electrical Dist. 2 
8MW contract expires 
on 9/20/12 

AEPCO initiated 
litigation of rail rates, 
and received an award 
of $9.2 million in 
reparations which are 

operating revenues, ($1,397,636) 
fuel and transmission 
expenses, net margin 
decreased 
Fuel Prod. Cost $10,967,627 
expenses reduced on a 
going forward basis 

under appeal 
Fuel Prod. Cost $48,153 
expenses reduced on 

I goingforwardbasis I 
I Var.O&M I $2,289,963 

Prod./Other/ cost 
expenses reduced on 

1 go&gforwardbasis 1 
1 Maint.Pmd./Other I $411,246 

reduced on going 
forward basis 
Oper. Transmission ($6,226,200) 
Cost increase 
Operating revenue $333,227 
increase 

Increase in ($870,278) 
Prod/other Power 

I SupplyEnergycosts 1 
I DecreaseinO&M $764,000 

Production expenses 
for cost cutting 
initiatives 
3-Year Amortization ($80,000) 
of Instant $240,000 
Rate Case Expense 
Claim 
Decrease A&G legal $1,212,332 
non-recurring legal 
expenses 
Increase ($529,500) 
Operating/other Pwr. 
Supply Energy 
expenses 
Inc. Depr./Dec. ($3,398,294) 

I Net Exp. Inc. I ($3J44,559j 
I ReduceInterestexu. I $531,768 

refinancing 
Reduce Interest $704,463 
Expense 

I Accepted 

Accepted 
(See additional 
adjustments and 
comment) 

Accepted 

(See Liberty 
Comment) 

Accepted 
(See Liberty 
Comment) 
Accepted 

Accepted 

Accepted 

(See Liberty 
Comment) 

(See Liberty 
Comment) 

(Comment) 

Accepted 

Accepted 
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L 
IV. 

Q. 

A. 

RATE BASE ELEMENTS 

What is the significance of rate base value and annual depreciation expense claim as it 

pertains to the Apache station and the outside study? 

AEPCO witness Peter Scott at pages 5 and 6 of his testimony notes that one of the major 

reasons for the rate decrease filing is a request to revise its depreciation rates as supported 

by the outside study. AEPCO Exhibit PS-2 addresses this assessment of the gas and coal 

fired units at the Apache Station. The Apache station represents $204.8 million of the 

$232.7 million pro forma net original cost book investment or rate base value claimed 

(original cost less accumulated depreciation). This sum equals 88 percent of total pro 

forma net original cost rate base value. 

I IC3* I $8,745,051 I ($6,904,979) I $1,840,073 I $114,391 I $1,954,463 I 

I * Estimated end life 12/31/2020; remaining units 12/31/2035 

Apache’s pro forma depreciation expense claim of $1 1.2 million represents 84 percent of 

the total annual expense claim ($13.3 million). 



1 

2 

3 

4 

LI 
I 

e 
r 
I 

E 

5 

1C 

11 

1; 

1: 

1L 

1: 
1t 

Direct Testimony of Dennis M. Kalbarczyk 
Docket No. E-01773A-12-0305 
Page 11 

I p 1 2 0 1 1  Depr. I P r o 0 6  Decomrn/SalvagvetChangT Pro& I 

I * Estimated end life 1213 112020; remaining units 12/3 112035 

Traditional ratemaking concepts would translate these values into a $1 9.4 million annual 

revenue requirement. The first element would provide a margin of $8.2 million ($204.8 

million x 3.99 percent rate of return). The second element would consist of $1 1.2 million 

of annual deprecation expenses. The outside study led to an AEPCO determination of $1.4 

million in increased annual depreciation expense. Beyond this increase, AEPCO has also, 

for the first time, requested almost $2 million of new annual revenue requirements to fund 

$43.5 million of estimated net decommission costs ($6 1 million estimated decommission 

cost less $14.4 million of estimated salvage and $3.1 million in Asset retirement obligation 

liabilities). 

Apache Units ST1, IC 1,2, and 3 have 72, 10,20, and 60 MW’s of capacity, respectively. 

AEPCO identifies for its combined 162 MWs an end date of December 31,2020. Thus, 28 

percent of the 560 total MW capacity of Apache will have but seven remaining years left 

after the proposed effective date of November 201 3 for new rates. 
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Liberty does not believe that AEPCO has timely and effectively addressed matters related 

to the concern of the economic viability of the Apache station and the potential rate impact 

on its members. In the prior rate preceding the Liberty team recommended that AEPCO 

conduct a study as to the future role of the Apache station and how that role relates to member 

needs for future power supply. Further, the Commission order at paragraph 76 stated: 

In addition, the Commission believes that AEPCO should include in its s t d y  of the 
firture Apache Station an assessment of the potential rate impacts associated with 
looming Environmental Protection Agency rulemakings regarding mercuv 
emissions, coal ash, and any other known or pending EPA regulatory actions that 
could impact the Station, AEPCO, and its customers and provide recommendations 
to the Commission regarding potential methods for mitigating the Cooperative and 
its customers’ exposure to those rate impacts for the Commission’s review and 
consideration. 

Liberty’s report of its engineering analysis of AEPCO’s facilities describes concerns about 

AEPCO’s lack of timely and sufficient study regarding Apache. 

Q. 
A. 

Q. 

A. 

What revenue requirement value is associated with the Apache unit STl? 

The margin associated with ST1 is $219,732, or $5,507,060 in net plant value times the 

proposed 3.99 percent overall rate of return. Annual depreciation and net decommissioning 

expense amounts to $519,220. Combining the two amounts produces a total STl revenue 

requirement of $738,952. 

Were the Commission to determine that the ST1 unit is not used and useful what 

ratemaking treatment would you recommend? 

A number of considerations apply when finding assets not to be used or useful. The prior 

used and usell  nature of the asset, the reason for removal, and balancing impacts on 

customers and utility fall among them. ST1 comprises an asset on which AEPCO did 
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previously rely for service. Present and prior rates have reflected its costs. Were the asr 

simply reaching the end of its useful life action based on obsolescence, consideration off 

following approach may be appropriate. One could deal with obsolescence in a number 

ways; e.g., malung an allowance for accelerated depreciation, or removal itom rate base Wj 

amortization over a reasonable period of time. On the other hand, upon a demonstration tl 

the asset could meet some emergency requirements, it could be considered standby a 

continued to be included in rates. The item could be written off immediately with sor 

provision for partial recovery in rates, to reflect a balance of the interest of both customers a 

utility. 

However, an added concern here results fiom AEPCO’s recent addition of capital investme 

to ST1 in 2010, after which the unit operated at negligible levels in 201 1, and not at all 

2012. A robust AEPCO analysis of the unit’s future, as addressed in our engineering report, 

compellingly necessary to permit a determination that ST1 has a meaningfbl fbture role. 

Q. 

A. 

Do you have any other comments with regard to AEPCO’s proposed changes 

depreciation rates? 

Yes. Given the nature of the outside study of depreciation, as noted in our engineering repc 

AEPCO has not laid a proper foundation for using the requested depreciation rates on a goi 

forward basis. In essence, the study only afk-med that the units could continue to mc 

contract lives extending to 2020 and 2035 for the various Apache units, contingent upon go 

operations, maintenance and safety practices, and expanded capital required for replacemt 

and refurbishment of equipment. From a ratemaking prospective, Liberty believes that 1 

Commission struck the appropriate balance in the last proceeding when it ordered that 

assessment of the potential rate impacts associated with looming issues. That analysis, ev 
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before considering EPA concerns, may well have a profound impact on the remaining lives 

and economic values of the Apache units. 

We found no errors in the mathematical calculations of depreciation rates, but the inability to 

establish remaining unit lives under the circumstances is material. A decision regarding 

remaining life and related depreciation values impact on the depreciation expense and rate 

base adjustment claims should be deferred pending the outcome of further AEPCO analysis. 

Lastly, AEPCO’s proposed adjustment to rate base due to a change in going forward 

depreciation rates is not appropriate from either an accounting or ratemaking approach. In 

short, the change does not impact the remaining net book value of the asset. The remaining 

life concept merely addresses the going forward depreciation rates and corresponding expense 

necessary to account for the decreasing annual value of the current net book vaIue of the asset. 

Thus, any proposed change to net book value based upon changes in depreciation rates should 

be disallowed. 

Q. 

A. 

Do you have any other comments with regard to the remaining rate base elements 

claim? 

AEPCO’s filing reflected a $26,731,847 claim for fuel stock (coal) based upon a 12-month 

average of 201 1 fuel stock values. Liberty reviewed the requested claim in the same context 

with the 2010 and 2012 fuel stock values. As the next table illustrates, the 12-month average 
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for fuel stock in 2010, 2011, and 2012 was $29,973,060, $26,731,847, and $20,731,198, 

respectively. The fuel average decreased by $3.6 million (I 2 percent) ftom 20 10 to 20 1 I, and 

by $5.6 million (21 percent) fiom 201 1 to 2012. 

Q. 

A. 

Liberty examined the reason for the decreases to determine the reasonableness of the claim 

being based upon a 201 1 average, given the continued decline in average cost and estimates of 

fuel purchases and consumption. 

What is Liberty’s opinion with regard to fuel stock value and inventory levels claimed in 

the instant proceeding? 

Liberty’s opinion is that reliance upon 12-month average of fuel stock value based upon 201 1 

stock values or claim of $26,371,847 is not representative of going forward costs, based upon 

known and measurable circumstances. At a minimum, AEPCO should use the 12-month 
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average of 2012 fuel stock ($20,731,198), which would produce a downward adjustment of 

$5,640,649. Liberty also found that coal inventory levels have continued to be well above 

target levels since early 2008. AEPCO needs to demonstrate more consistent actions on 

inventory management with the goal of bringing coal inventory levels down into the target 

range - 201 1 and 2012 actual inventory levels are well above their own required target 

inventory levels. Liberty proposes an additional = downward adjustment due to 

excessive fuel stock inventory levels, for net fuel stock value of=. 

Q* 

A. 

Explain the rationale for decreasing the fuel stock by $5.6 million, or to a value of $20.7 

million. 

Liberty bases its recommendation upon AEPCO’s pro forma downward adjustment #2 of 

$10,967,627 to coal cost (shown on Schedule C-2, page 3) and the testimony explaining the 

reason for this adjustment provided by AEPCO witness Gary Pierson (at page 9 of his 

testimony). Mr. Pierson explains that rail transportation cost decreased significantly in 2012, 

due in-part to AEPCO’s decision to challenge rail rates. Mr. Pierson notes that Surface 

Transportation Board Decision No. 41 181, issued on November 22, 201 1, established new 

lower rail rates for the period 2009 through 20 18. Further, the decision awarded AEPCO $9.2 

million related to rail transportation costs paid in 2009 through 201 1. As a result of the new 

tariff rates, Mr. Pierson at page 9, line 19 states, 

AEPCO has been able to negotiate new coal supplies for 2012 at a much lower cost 
than was recorded in the test period. Taking these new coal commodity rate and rail 
transportation rates into account AEPCO has included a pro forma reduction in the 
test year coal expenses of approximately $1 1 million and, correspondingly, the dec t  
is to increase margins by that amount. 
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The 20 10 and 20 1 1 coal stock values may have reflected actual values incurred for fuel stock 

at the time, but it is clear that they are overvalued as a reflection of future costs, based upon 

the Surface Transportation Board’s decision awarding $9.2 million for the 2009 through 201 1 

period. Also important is that the trend in the reduced coal costs was sufficiently known and 

measurable for AEPCO to project a lower cost of coal expense on a going forward basis. 

Liberty accepts AEPCO’s downward coal expense adjustment. Moreover, the trended value 

of inventory illustrated in the table above shows a clear decline in inventory values for what is 

now two years. Lower inventory levels may have contributed to the reduction of fuel stock 

values, but those inventory levels remain well above AEPCO’s targets. 

Q. 
A. 

What is your understanding of the target levels? 

Liberty conducted a review of fuel stock levels in the prior rate proceedmg. Liberty’s fuel 

report in this proceeding provides the following discussion with regard to target levels. 

were in place, coal prices were more competitive, and member demand for energy 
was higher. AEPCO has calculated that of the total coal inventory, approximately 
20 days of coal, or 66,000 tons are not recoverable, unburnable tonnage. 

tons with a 1 percent additional allowance provides a maximum 

tons. An additional, conservative approach would include consideration allowance of 

of the 66,000 tons of unburnable tonnage, which would increase the maximum allowance to 
~ 

tons. This amount remains considerably lower than the = 12-month 

average for 201 2 (shown in table 7 above). That average level falls approximately 

above the upper band of AEPCO’s target. 
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Q- 
A. 

Q. 

A. 

Q. 

A. 

What does Liberty recommend regarding tonnage inventory levels? 

Liberty’s fuel report recommends that AEPCO begin to take steps to reduce inventory levels. 

For ratemaking purposes, Liberty recommends a gradual approach, which would further 

reduce the minimum 2012 inventory level of $20,731,198 downward I 

Do you have any fmal comments with regard to inventory values and AEPCO’s 

proposed reduction to coal cost expenses? 

Yes. AEPCO’s actions to address rail costs before the Surface Transportation Board is 

commendable, and should produce considerable savings through 2018. Mr. Pierson’s 

testimony notes that the $9.2 million awarded remains a deferred credit until the matter is 

finally resolved. AEPCO further explains that it will consult with the Commission as to the 

mechanism to distribute all, or some portion of the final award to its customers. Liberty 

agrees with AEPCO’s proposal. 

Did Liberty also review adjustment number 3 included in Table 4 above related to the 

$48,153 fmed gas charge adjustment? 

Yes. AEPCO has proposed a reduction in its fixed gas costs, resulting from offsetting 

changes from Test-Year cost increase of $193,000 in pipeline fixed costs. The cause was 

an increase in El Paso’s rates and a decrease of $241,000 in storage costs, due to a decrease 

in the amounts of storage services under contract. Both of these changes are considered 

“known and measurable.” Liberty accepts AEPCO’s adjustment as filed. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 
16 

17 

18 

19 

2c 

21 

22 

22 

24 

25 

2f 

Direct Testimony of Dennis M. Kalbarczyk 
Docket No. E-01773A-12-0305 
Page 19 

Q. 

A. 

V. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

What is Liberty’s recommendation regarding AEPCO’s materials and supplies rate 

base value claim? 

Liberty reviewed the claim, which AEPCO based upon a 12-month average of 201 1 values. 

We examined 2010 and 2012 inventory values, reviewed data request responses, and 

discussed the issue with AEiPCO personnel. We accept this amount as-filed. 

REVENUE AND EXPENSE ELEMENTS 

Please provide an overview of AIEPCO’s revenue and expense element adjustments that 

relate to matters that also have an impact on rate base. 

AEPCO’s expense adjustments numbers 2 and 3 relate to coal and gas costs expenses. 

Adjustment number 13 concerns depreciation expenses. We discussed the underlying issues 

in our preceding discussion of rate base matters. Liberty’s review of the remaining 

adjustments cover changes in revenues and expenses due to eliminations of various contracts, 

changes in operations and maintenance expenses, payroll costs, and other ancillary expenses 

requiring normalization due to fluctuating or nonrecurring costs. 

Please discuss AEPCO’s adjustment 1, which concerns the expiration of a contract. 

AEPCO’ adjustment 1 removes revenues and expenses due to the expiration of the 8 MW 

sales of 48 MW point-to-point service contract, related to Electrical District 2 (“EDZ”), that 

expired on September 30, 2012. The adjustment produces a net margin decrease of $1.4 

million. Following our review of adjustment 1, we find it appropriate. 

Please discuss AEPCO’s adjustment 6 which concerns wheeling. 

Adjustment 6 reflects net increased cost of $6.2 million associated with point-to-point 

wheeling requirements. On January 1, 201 1, AEPCO entered into an additional 50 MW 

point-to-point service to provide the necessary wheeling path for an N-1 event. On January 1 , 
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2012, the 50 MW contract and remaining 40 MW contract discussed in adjustment 1 (90 MW 

total) was consolidated into a 1 10 MW point-to-point service. The consolidation produced m 

additional 20 MW of increased service and a corresponding additional cost of $925,000. In 

addition to these requirements, AEPCO also needs 205 MW of additional point-to-poinl 

service with SWTC to provide the necessary wheeling paths to meet AEPCO’s Southwest 

Reserve Sharing Group obligation. This additional 205 M W  entails a cost of $9,500,000, 

which produces a combined cost of $10,425,000 when adding the additional 20 MW. The 

lower rates that SWTC proposes in its current rate request would partially offset this increase. 

SWTC’s proposed lower point-to-point transmission service rates would cause a cost decrease 

of $4.2 million, making the net change an increase of $6.2 million in expenses. Liberty’s 

review of this adjustment found it to be appropriate. 

Q. 

A. 

Q. 

Please discuss AEPCO’s adjustment 12, which addresses the South Point Energy Center 

purchase. 

Adjustment 12 provides for increases in the South Point Energy Center purchased powel 

contract capacity from 25 MW to 35 MW, with an accompanying increase in the capacin 

charge from $8.65/kW per month to $8.70. This change would increase expenses bq 

$530,000. Liberty’s review of this adjustment found it to be appropriate. 

Please discuss AEPCO’s adjustment 7, which annualizes certain scheduling and trading 

service agreement costs. 

Adjustment 7 annualizes revenues associated with scheduling and trading service agreement: 

between AEPCO and other various parties. The net effect of this adjustment would be tc 

increase revenues by $333,000. Liberty’s review ofthis adjustment found it to be appropriate. 
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Q. 
A. 

What other expense adjustments has AEPCO claimed that Liberty reviewed? 

AEPCO made a number of operational changes to reduce cost. Some other areas of expense 

required additional support and increased cost. For example, adjustment 8 reflects increased 

cost associated with an agreement negotiated with Aces Power Marketing (“APM). This 

agreement transfers AEPCO’s load schedule and trading services to APM, at a cost increase 

of $870,278. The transfer allowed AEPCO to reduce staffing and related cost, which its filing 

reflected in reduction to payroll costs. AEPCO adjustment 4 reduces payroll expenses 

associated with an overall reduction of enterprise staff levels fi-om 302 to 261 employees. 

This reduction came as part of the Reduction in Force (“RE”) program. The overall reduction 

in AEPCO’s share of this reduction (including the reductions associated with the transfer of 

work to APM) amounted to $2.3 million of expenses. Liberty reviewed the underlying cost 

adjustments, which included reductions in higher paid s taE positions (due mainly to attrition) 

and some minor new additions of administrative staff. The changes primarily affect 

administrative staff; reductions in operating and maintenance staff are minimal. The 201 1 

per-book values included additional cost associated with the RIF program, to cover employees 

leaving the work force. These transition costs included one month’s payment for each year of 

service (with a maximum of twelve months), payment of accrued managed time off, and one- 

half of accrued sick leave for employees over 55 years of age. No payment for sick leave 

went to departing employees under this age. These nonrecurring costs comprised a substantial 

amount of the payroll expenses AEPCO removed fkom the 2011 per-book values. Liberty 

verified that these costs were excluded fiom the pro forma expense claim. Liberty found 

AEPCO’s adjustments to be appropriate. 
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Q. 
A. 

Q. 
A. 

Explain AEPCO’s maintenance outage overhaul adjustment number 6. 

The adjustment can somewhat be characterized as an accounting / ratemaking adjustment 

under which AEPCO proposes a three-year amortization of minor outage expense (rather than 

a two-year period); and a six-year period for major outages. Liberty does not necessarily 

agree with the characterization of this adjustment as reflecting an amortization expense. 

Nevertheless, we find these periods consistent with sound ratemaking concepts and 

appropriate in duration, given fluctuations in such costs. We found AEPCO’s $411,000 

reduction in costs appropriate. 

Our concern about terminology arises fi-om the fact that it is suggestive of the creation of a 

regulatory asset, which is not what we view as AEPCO’s intent. Creating such an asset 

establishes an expectation of full recovery of the same amount in subsequent rate proceedings. 

That should not be the case here. 

Please discuss AEPCO’s adjustment 10, which concerns rate case expense. 

Liberty takes the same position it does on adjustment 6, when it comes with regard to 

AEPCO’s rate case expense claim number 10. This adjustment seeks a three-year 

amortization period for the estimated $240,000 ($80,000 per year) for outside professional 

assistance in this proceeding. We consider this claim more appropriately to be a 

normalization, rather than an amortization. Information provided in response to DK-1.68 

indicates a cost slightly in excess of $54,000 (as of the date of that response) for such outside 

professional services. Liberty understands additional work and fees will be incurred as the 

case progresses. Thus, Liberty, recommends that the claim be based upon an updated cost 

value rather than an estimate, based upon more timely actual updated cost infomation, when 

available. 
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Q. 

A. 

Q. 
A. 

What is Liberty’s position with regard to AEPCO’s adjustment number 9 related to the 

$764,000 proposed reduction in expenses to cost cutting programs? 

Liberty reviewed AEPCO’s supporting information related to this item, and we discussed the 

matter with AEPCO staff. The reduction relates substantially to 2012 items of nonrecurring 

expenditure, such as: $100,000 for DSC card repair, $80,000 for upgrade to units #2 and #3 

software, $20,000 for service inspections, $31,000 for spare GT4 filters, and $358,000 of 

inspection and repair to units #2 & #3 circulating water. These items total $589,000. The 

remainder of the adjustment concern reduced limestone supplies of $55,000, $100,000 in 

reduced temporary c r a h a n ,  and a $20,000 reduction to vegetation management. Our 

interviews with AEPCO staff indicated that the listed reductions will not affect ongoing 

operation and maintenance of the system facilities. Liberty found the adjustment appropriate. 

Please discuss the remaining expense adjustment items reflected in AEPCO’s rate ffing. 

AEPCO’s adjustment 11 removed California parties legal cost as a non-recurring item. The 

$1,212,332 costs removed were professional fees booked in 201 1. The matter was resolved in 

March 2012. Liberty finds this adjustment appropriate, as we do adjustments 14 and 15, 

which reduced interest expense by $53 1,768 and $704,463, respectively. These reductions 

resulted from a Commission-approved refinancing arrangement and the need to annualize 

interest expense within the test year. Finally, adjustment 16 increases revenues to synchronize 

the PPFAC revenues with the pro forma fuel and purchase power energy costs made in the 

previous adjustments. This adjustment amounts to $285,000. We found it to be appropriate. 
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Q. 

A. 

What other analysis did Liberty undertake to determine the reasonableness of the pro 

forma adjusted 2011 test period? 

Liberty requested and received additional information pertaining to 2009 and 2010 per-book 

cost. We compared that information to the 2011 per-book values. Our purpose was to 

identifjr any trends that would affect the reasonableness of the adjusted, normalized 201 1 test 

year. Liberty also reviewed AEPCO’s detailed general ledger accounting information for the 

201 1 test year. We then requested clarifications pertaining to various costs included in the test 

year in order to test them for reasonableness. During this review process Liberty determined 

that AEPCO did not effectively account for certain donations and certain advertising expense 

included in the filing. We do not consider such expenses to comprise a necessary cost of 

performing regulated service. For example, AEPCO booked $5,544 of donation expenses in 

201 1 and also received a refund of $30,918 fkom its National G&T Managers Association for 

prior years’ activities. A credit value of $25,373 reflected in the claim should have been 

removed, an increase in the overall expense claim. However, Liberty’s review of AEPCO’s 

advertising expense claims found $34,3 15 of expenses not related to matters necessary for the 

conduct of regulatory service. These items included a golf tournament, FFA/4-H advertising, 

and other matters discussed fully with AEPCO staff. Thus, combining the $25,373 credit in 

the donations account and the $34,315 of non-allowable advertising expenses Liberty 

proposes a net downward adjustment of $8,942. 

Finally, Liberty reviewed AEPCO’s membership and dues fees of $426,844. We found that a 

portion of the fees paid to various groups to be appropriately includable, but others, such as 

lobbying and advocacy activities are generally considered unacceptable for ratemaking 

purposes. Liberty recommends the removal of a portion of the fees paid based upon the 

percentage identified by AEPCO in the prior proceeding. The next table lists the membership 
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group, the fees paid, and the percentage to be removed. We recommend a downward 

adjustment of $88,538 in such fees. 

Q. Please summarize the overall revenue increase impact, rate of return, DSC, and TIER 

values based upon Liberty’s recommendations. 

As discussed above and summarized in the table 9 below, Liberty proposes downward 

adjustments to operating expenses of $8,942 for Advertising and $88,538 for Memberships 

and Dues expenses, which together would produce a net decrease of $97,480 to current pro 

forma expenses and current pro forma revenue requirements. As discussed in Mr. Vickroy’s 

A. 

testimony, AEPCO’s risk factors lead him to recommend no change to AEPCO’s revenue 

level. He therefore disagreed with AEPCO’s proposal to decrease revenues and target the debt 

service coverage ratio at 1.32 under proposed revenues. The same logic leads us to 

recommend that there be no reduction to reflect the $97,480 in Advertising and Memberships 

and Dues discussed immediately above. Given the magnitude of the issues addressed by 

Mr. Vickroy, this less than $100,000 is not material. Thus, pro forma current revenues would 

remain unchanged at this time under Liberty’s recommendation as shown in Table 9 below. 
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AECO Pro Forma Reauest As-Filed Libertv Recommended 
current Change Proposed Adjustments Proposed 

$163,624,600 ($4,527,465) $159,097,135 $4,527,465 $163,624,600 
$148,420,479 $0 $148,420,479 $0 $148,420,479 

$15,204,121 ($4,527,465) $10,676,656 $4,527,465 $15,204,121 

AEiPCO’s filing provided an analysis that indicated a 3.99% overall rate of return value had it 

utilized the traditional rate base rate of return approach. As described earlier, Liberty 

proposed two rate base adjustments, a $3,389,294 increase to rate base related to an error in 

overstatement of accumulated reserves to depreciation expense based upon new depreciation 

rates. Again, the change in depreciation expenses does not affect net book values of assets at 

the end of the test year. Liberty also proposed a downward adjustment of $9,786,849 to fuel 

stock values due to changes in inventory value and overstatement of tonnage requirements for 

ratemaking purposes - thus, net rate base reduction of $6,388,555. As shown in Table 9 

below, with no change to the income level under Liberty’s proposal when divided by the 

adjusted or lower rate base value would produce a 5.82% overall rate of return value. 

Operating 
Income I $15,2204,121 I ($4,527,465) I $10,676,656 1 $4,527,465 1 $15,204,121 1 
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Q* 

A. 

Q. 
A. 

Do you have any other comments with regard to the AEPCO filing? 

Yes, we retain the ability to amend our recommendations following any changes that may 

come to light as a result of M e r  discussions, including updated cost information, possible 

stipulated issues and other various revenue requirement elements that may have an impact on 

revenue requirements. 

Does that conclude your direct testimony? 

Yes, it does. 
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I. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

11. 

Q. 
A. 

INTRODUCTION 

Please state your name and business address. 

My name is Dennis M. Kalbarczyk. My business address is 910 Piketown Road, Harrisburg, 

Pennsylvania 17 1 12. 

Have you previously submitted testimony in this proceeding? 

Yes. I previously submitted direct testimony on behalf of the Arizona Corporation 

Commission (“ACC” or “Commission”), Utilities Division (“Stafl”) in this proceeding 

involving Arizona Electric Power Cooperative Inc.’s (“AEPCO” or “Cooperative”) 

application for a general rate increase. I submitted direct testimony addressing revenue 

requirement matters on May 1, 2013. This testimony addresses rate design. My direct 

testimony, filed on May 1,2013, set forth my professional background and experience. 

Please summarize the starting point for your consideration of rate design. 

My testimony regarding revenue requirement addressed a number of potential expense and 

rate base adjustments. The earlier testimony of my colleague, Randall Vickroy, however, 

addressed AEPCO risk factors that led to a recommendation that there be no change to 

AEpCO’s revenue level. Mr. Vickroy therefore disagreed with AEPCO’s proposal to 

decrease revenues. Thus, pro forma current revenues would remain unchanged at this time 

under Stars recommendation. 

BACKGROUND 

What is the purpose of this testimony? 

This testimony addresses AEPCO’s fully allocated cost of service study and proposed rate 

design as submitted by AEPCO witness Gary E. Pierson. My testimony will discuss the 

overall concept in how rates are designed, including a general review of AEPCO’s rate 
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design proposal to produce its total revenue requirement request. Additionally, I will provide 

an appropriate rate design necessary to produce Staff‘s revenue requirement 

recommendation. 

111. 

Q. 
A. 

Q- 
A. 

RATE DESIGN 

Provide an overview of the rate design process. 

A fundamental criterion for establishing an adequate rate design is that it should reflect the 

cost of providing service to the customer or appropriate customer class. In order to 

determine appropriate rates, the total annual cost of providing service (i.e. the annual 

revenue requirement) must be allocated among the various customers or customer classes 

based upon their respective cost causative factors. A detailed, fully allocated cost of 

service study (“COSS’) is generally performed to determine the cost of service for 

respective customer classes. An appropriate rate design is then developed for the purpose 

of designing rates that will recover those costs. From a ratemaking perspective, rates 

based upon the fully allocated COSS are deemed to be cost-based. 

Should rate design be based strictly on the COSS? 

No. While a COSS offers a useful tool in determining the indicated cost of service for a 

customer or class service requirements in developing an appropriate rate design, the 

ultimate decision on rate design must also consider other factors. Examples of such 

factors include public reaction to changes in rates, impact of cost shifts from a group of 

customers that has been overcharged to a group that has been subsidized under existing 

rates (supporting gradual shifts in cost requirements over time), and reluctance to depart 

fiom rate forms that have existed for a long time. 
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Q. 

A. 

Please explain your understanding of AEPCO’s requested change in rates. 

AEPCO serves all or a portion of the wholesale power needs of its three Collective All- 

Requirements Members (“CARMs”) and three Partial-Requirements Members (“PRMs”) 

Class A Member distribution cooperatives. AEPCO requested that the Commission continue 

to approve specific rates for its members based upon the cost causation principles approved 

in the last rate proceeding, as amended. AEPCO also proposes some modification to the 

Purchased Power Fuel Adjustor Clause (“PPFAC”). 

Table 1 summarizes AEPCO’s and S t a r s  proposed rates necessary to meet the total cost of 

service requirements, as compared to present rates, along with the respective percentage 

increase under both proposals. Generally under AEPCO’s proposal to decrease revenues, 

C A M S  and PRMs revenues would decrease by 1.30 percent and 3.12 percent, 

respectively, combining to produce a net revenue decrease of 2.92 percent. Under Staffs 

proposal which recommends the same cost of service study approach as submitted by 

AEPCO but with no net change in overall revenue requirements, CARMs revenues would 

increase by 1.55% and PRh4s revenues would decrease by 0.19%, combining to produce 

no overall change in revenue requirements. 
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DMK- Schedule A-1 provides a proof of revenue by rate class. This schedule demonstrates 

that Staffs proposed rates will produce approximately the same $154,924,873 in revenue 

requirement fiom members as provided for under current rates. It is therefore revenue 

neutral; it will produce no overall net change to current revenue requirements. However, 

current rates to individual members will change, because the COSS will allocate the total 

revenue requirement based upon current cost allocation factors developed in this test period 

as opposed to rates set in the prior rate case proceeding. 

Staff's proposed rates reflect an increased level of margin requirements allocated to members 

based upon the same cost allocation methods used by AEPCO. As shown in Table 1, Staffs 

proposed rates are the same as that of AEPCO's, except for the Fixed Monthly Charge. This 

rate increased due to the increased level of margin requirement. 

Staff recommends adoption of its proposed rates as summarized in Table 1 above. 

IV. 

Q* 
A. 

ALLOCATED COST OF SERVICE STUDY 

Please describe AEPCO'S allocated COSS and proposed rate design methods. 

Mr. Pierson prepared a l l l y  allocated COSS based upon the Cooperative's as-filed 

generation revenue requirement study; i.e., total pro forma operating expenses less other 
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revenues plus requested margin requirements. Mr. Pierson’s direct testimony (at pages 16- 

26) explains the underlying process and methods he employed in preparing his study and 

proposed rate design. With minor changes, AEPCO is using the same cost allocation and 

rate design methods in this proceeding that it used in its prior two rate proceedings. Mr. 

Pierson’s study updates the elements of the underlying revenue requirements and billing 

determinants, as they relate to the pro forma test period discussed in his testimony (presented 

in Schedules A through F). 

Q. 
A. 

What is your opinion of AEPCO’s fully allocated COSS and proposed rate design? 

I have reviewed Mr. Pierson’s testimony, supporting exhibits, work papers, and AEPCO’s 

answer to interrogatories. AEPCO provides the results of its l l l y  allocated COSS in 

Schedules G of its rate filing. Schedule G-6 categorizes the l l l y  allocated revenue 

requirements. AEPCO used the categories of Base Resources, Other Existing Resources, and 

additional ARM Resources. Each of these three categories has been further divided to break 

down Fixed, O&M, and Energy related costs. Schedule G-4 reflects the distributed 

functional costs on customer class bases. Schedule G-6 allocates the results on the basis of 

each customer class’s respective fmed cost and energy allocation factors (shown on Schedule 

G-7). Schedule G-4 provides the rate design, based upon the fully distributed customer class 

functional cost. AEPCO divided customer class revenue requirements by each customer 

class’ respective billing determinants (billing demands and base, other, and additional ARM 

resources kwh). Schedules G-1 and G-2 summarize the overall revenues under current and 

proposed rates, less operating expenses, to reflect margins and the resulting overall rate of 

return, based upon net rate base values. Schedule G-8 provides the derivation of fuel charge 

bases that AEPCO proposes in this application, consistent with the modifications proposed 

by AEPCO. The derivation of revenues under current and proposed rates is provided in 

Schedules H-1 to H-5, which include detail by customer member and other related revenues. 
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I believe that the l l l y  allocated cost of service study based upon the as-filed revenue 

requirements and proposed rate design methods is reasonably consistent with the prior rate 

case filing methods. 

Q. 
A. 

V. 

Q* 

A. 

Please describe your review process. 

I validated AEPCO’s allocated COSS calculations and the flow through of results to the 

exhibits contained in AEPCO’s filing. I reviewed the methods used to develop the 

underlying allocation factors. I examined the allocated costs that resulted fiom the 

application of these factors to the as-filed revenue requirement elements for each rate-design 

component proposed by AEPCO. I also compared the methods used here and in the prior 

rate case filing. This review confirmed that the methods and approach were the same as 

applied in the prior rate case filing. I also confirmed that the development of each rate was 

based upon the allocated revenue requirement for each generation service offered. I found 

that the approach used to develop rate design in the instant proceeding mirrors the approach 

used in the prior proceeding. 

PPFAC RATES 

How does the current PPFAC mechanism recover fmed fuel and purchased power 

costs? 

The Base Resources and Other Resources energy rates stated in Table 1 above do not include 

the PPFAC’ rates. AEPCO charges the CARMs a Base Resources PPFAC rate and an Other 

Resources PPFAC rate. Each PRM is charged a separate Base Resources PPFAC rate and an 

Other Resources PPFAC rate. 

~ 

’ The PPFAC is addressed in the Fuel, Purchased Power, and PPFAC Management Report included in the direct 
testimony of John Antonuk, filed May 1,2013. 



~ 1 

PPFAC Charges 
PPFAC -Base Resources Base $kWh 
PPFAC - Other Resources Base $kWh 
PPFAC - Fixed Fuel Cost per month 

I 3 
4 
5 
6 
7 
8 
9 

10 
11 

CARM MEC SSVEC TRICO 
$0.02921 $0.02894 $0.02938 $0.02947 

$0.05 109 $0.04219 $0.04795 $0.05437 
$180,956 $542,273 $480,169 $569,977 
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Q. Please explain the proposed changes to the PPFAC that AEPCO is requesting in this 

rate proceeding. 

AEPCO is requesting two modifications to the current PPFAC mechanism: A. 

0 Recover fixed fuel and Durchased power costs from a separate PPFAC “pool” with 
its own fuel adjustor rate based upon a monthly charge; and 

0 Separate bank balances (over-collections andor under-collections) from the fuel 
adjustor rate(s) and, instead, recover or refund said balance also as a separate 
adjustor rate based on a six-month amortization period to be included in its semi- 
annual PPFAC filings. 

Fixed fuel and purchased power costs are included in the calculations for each Base 

Resources and Other Resources PPFAC rates which are calculated and charged on a per kWh 

basis. AEPCO is requesting to remove the fixed fuel and purchased power costs that are 

imbedded in the calculations of each Base Resources and Other Resources PPFAC rate and 

create a separate fixed fuel and purchased power costs charge assessed on a monthly basis. 

The CARM would be charged a monthly fixed fuel cost charge and each PRM would be 

charged a separate monthly fixed fuel and purchased power cost charge. Because the fixed 

fuel and purchased power costs would be removed from each Base Resources and Other 

Resources PPFAC rate, the per kwh Base Resources and Other Resources PPFAC rates 

would equal the Base Resources and Other Resources energy (kwh) rates. Table 2 below 

shows the proposed Base Resources and Other Resources PPFAC rates and the proposed 

monthly fixed fuel and purchased power costs charges. 
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AEPCO’s rationale for recovering fixed fuel and purchased power costs under its own 

monthly charge and separating the bank balance from the other PPFAC rates is that it 

would establish a more accurate reflection of cost to members based upon their 

corresponding cost causation. This approach would provide members a more accurate and 

timely price signal regarding current AEPCO resource costs. 

AEPCO’s three largest members are PRMs. The PRMs are not required to purchase all of 

their energy from AEPCO. These members can and do go to the market for energy (above 

and beyond contractual minimums). AEPCO submits that the proposed changes will 

encourage the best use of resources. The requested changes do not affect the types of 

costs that are allowed to be recovered through the PPFAC, but would make changes 

related to rate design within the mechanism. 

Q. 
A. 

Q. 
A. 

What are Staffs recommendations regarding the proposed changes to the PPFAC? 

Staff recommends that fured fuel and purchased power costs should go into a separate 

adjustor rate. Staff also recommends that the bank balance should be collected or refunded 

through a separate adjustor rate. 

What other changes does AEPCO request with regard to the PPFAC mechanism? 

AEPCO has requested that the Commission approve continuation of the efficacy provision 

as approved in prior rate cases. AEPCO can file a request with the Commission to review 

the efficacy of the PPFAC with the submission of any semi-annual PPFAC report. 

AEPCO believes that this approach has supported its ability to administer the adjustor 

mechanism, and, if necessary, adjust previous PPFAC procedures with Commission 

approval. AEPCO further requests permission, as part of closing the current clause 

procedures, that any refund or collection of outstanding Class A Members’ bank balances 
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be based upon a 12-month amortization period. Finally, AEPCO requests that any carbon 

taxes, C02 Cap and Trade Allowances, or similar levies, if any, mandated in the future be 

allowed to be recovered through the PPFAC rate. 

Q. 
A. 

Q. 

A. 

What is Staff’s recommendation regarding the efficacy provision? 

Staff finds acceptable the continuation of the efficacy process, which provides for the 

ability of all stakeholders to address matters of importance to the PPFAC, on both a 

historical, and a going forward basis. 

Do you agree with AEPCO’s request to allow future carbon taxes, C02 Cap and Trade 

Allowances or similar levels to be allowed to be recovered through the PPFAC? 

No. Such a blanket approval would not allow for reasonable input by stakeholders, based 

on the specifics of a variety of unknown future situations. It is important that all 

stakeholders be permitted a sufficient level of input to test the reasonableness of necessary 

changes and any potential new costs that would be included in the PPFAC. Any future 

costs recovered through the PPFAC should be subject to an ample review to determine 

what efforts are being taken to minimize the cost components included, determine what, if 

any, costs are already reflected in existing rates, and determine whether it is appropriate 

for additional costs above those already provided for in the current request to be recovered 

through the PPFAC. 

The Commission’s Decision No. 73183 (May 24, 2012) held open the Arizona Public 

Service Company’s (“APS”) rate case docket for the purpose of allowing APS to later 

request a modification to its Power Supply Adjustment Plan of Administration to allow 

recovery of the cost of carbon dioxide ((‘C02”) allowances. APS did file such a request 

that the Commission approved in Decision No. 73650 (February 6,2013). 
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If the Commission is interested in similar treatment for AEPCO, the current rate case 

docket could be left open to accommodate a request by AEPCO that is less broad than the 

blanket proposal included in AEPCO’s current application. 

Q. 
A. 

Q. 
A. 

Do you have any other comments with regard to the instant filing? 

Yes, I would like to retain the ability to amend my recommendations following any changes 

that may come to light as a result of further discussions, including updated cost information, 

possible stipulated issues, and other various revenue requirement elements that may have an 

impact on revenue requirements. 

Does that conclude your direct rate design testimony? 

Yes, it does. 



DMK SCHEDULE A-I' 

Arizona Electric Power Cooperative, Inc. 

CURRENT vs. AEPCO and STAFF PROPOSED 
SUMMARY PROOF OF REVENUE - COST OF SERVICE / CHANGES IN REPRESENATIVE RATES 

AEPCO Staff 
Current Provosed YO Chanse Provosed % Chanae 

Collective All-Requirements 
Fixed Charge 
O&M Charge 
Energy Rates 
Base Resources $/kWh 
Other Resources $/kWh 
PPfAC-Base Resources Base $/kWh 
PPFAC-Other Resources Base $kWh 
PPFAC-Fixed Fuel Cost per month 

Revenues 
$ Increase 

Partial-Requirements Members: 
Mohave Electric Cooperative 
Fixed Charge 
O&M Charge (Present $/kW) 
Energy Rates 
Base Resources $IkWh 
Other Resources $/kWh 
PPFAC-Base Resources Base $kWh 
PPFAC-Other Resources Base $/kWh 
PPFAC-Fixed Fuel Cost per month 

Revenues 
$ Increase 

Sulphur Springs Valley 
Fixed Charge 
O&M Charge (Present $kW) 
Energy Rates 
Base Resources $/kwh 
Other Resources $/kWh 
PPFAC-Base Resources Base $/kWh 
PPFAC-Other Resources Base $/kWh 
PPFAC-Fixed Fuel Cost per month 

Revenues 
$increase 

Tnco Electric Cooperative 
Fixed Charge 
O&M Charge (Present $/kW) 
Energy Rates 
Base Resources $/kWh 
Other Resources $/kWh 
PPFAC-Base Resources Base $IkWh 
PPFAC-Other Resources Base $/kWh 
PPFAC-fixed Fuel Cost per month 

Revenues 
$ Increase 

PRM Totals 

Total CARM and PRM 
$ increase 

$ 273,334 $ 280,598 
$ 414,019 $ 458,175 

$ 0.03132 $ 0.02921 
$ 0.05300 $ 0.04795 
$ 0.03513 $ 0.02921 
$ 0.07188 $ 0.04795 

$ 16,903.587 $ 16,684,166 
$ (219,421) 

$ - $ 180,956 

$ 835,756 $ 856,355 
$ 1,274,882 $ 1,419,059 

$ 0.03191 $ 0.02894 
$ 0.05852 $ 0.05437 
$ 0.03454 $ 0.02894 
$ 0.06191 $ 0.05437 

$ 50,184,760 $ 46,950,488 
$ (3,234,272) 

$ - $ 542,273 

$ 740,041 $ 758,281 
$ 1,128,876 $ 1,256,541 

$ 0.03205 $ 0.02938 
$ 0.05742 $ 0.05109 
$ 0.03449 $ 0.02938 
$ 0.06449 $ 0.05109 

$ 47,411,111 $ 45,317,701 
$ - $ 480,169 

$ (2,093,410) 

$ 710,367 $ 743,828 
$ 764,465 $ 859,840 

$ 0.03214 $ 0.02947 
$ 0.05747 $ 0.04219 
$ 0.03431 $ 0.02947 
$ 0.08274 $ 0.04219 

$ 40,425,415 $ 41,445,050 
$ 1,019,635 

$ - $ 569,977 

$138,021,286 $ 133,713,239 

$154,924,873 $150,397,405 
$ (4,527,468) 

2.66% $ 320,713 
10.67% $ 458,175 

-6.74% $ 0.02921 
-9.53% $ 0.04795 

-16.85% $ 0.02921 
-33.29% $ 0.04795 

-1.30% $ 17,165,549 
$ 180,956 

$ 261,962 

2.46% $ 978,782 
11.31% $ 1,419,059 

-9.31% $ 0.02894 
-7.09% $ 0.05437 

-16.21% $ 0.02894 
-12.18% $ 0.05437 

-6.44% $ 48,419,615 
$ 542,273 

$ (1,765,145) 

2.46% $ 866,687 
11.31% $ 1,256,541 

-8.33% $ 0.02938 
-11.02% $ 0.05109 
-14.82% $ 0.02938 
-20.78% $ 0.05109 

$ 480,169 
-4.42% $ 46,618,576 

$ (792,535) 

4.71% $ 850,168 
12.48% $ 859,840 

-8.31% $ 0.02947 
-26.59% $ 0.04219 
-14.11% $ 0.02947 
49.01% $ 0.02947 

$ 569,977 
2.52% $ 42,721,131 

$ 2,295,716 

-3.12% $ 137,759,322 

-2.92% $1 54,924,871 
$ (2) 

17.33% 
10.67% 

-6.73% 
-9.54% 

-16.84% 
-33.30% 

1.55% 

17.1 1% 
11.31% 

-9.29% 
-7.09% 

-16.20% 
-12.18% 

-3.52% 

17.11% 
11.31% 

-8.32% 
-1 1.02% 
-14.81 yo 
-20.77% 

-1.67% 

19.68% 
12.48% 

-8.30% 
-26.59% 
-14.1 0% 
-64.38% 

5.68% 

-0.1 9% 

0.00% 



DMK SCHEDULE G-I 
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Arizona Electric Power Cooperative, Inc. 
COST OF SERVICE SUMMARY - PRESENT RATES 

AEPCO and STAFF ADJUSTED 

AEPCO LIBERTY 
As-Filed Adjusted 

DESCRIPTION TOTAL SYSTEM TOTAL SYSTEM LINE 
NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 

REVENUES: 
MEMBERS (a) 

OTHER OPERATING REVENUE (b) 
TOTAL REVENUES 
OPERATING EXPENSES (e) 
ELECTRIC OPERATING MARGINS 
INCOME TAXES 

NON-MEMBERS @) 

RETURN (MARGINS) (LINE 7 - LINE 8) 

RATE BASE (d) 
RATE OF RETURN 

SUPPORTING SCHEDULES: 
(a) H-1, LINE 1 
@) C-1, PAGE 3, LINES 3 AND 5 
(c) G-6, PAGE 1, LINE 50 AND C-I, PAGE 4, LINE 44 
(d) B-1, LINE 9 

$154,924,873 $1 54,924,873 
2,903,085 2,903,085 
5,796,644 5,796,644 

$163,624,602 $1 63,624,602 
148,420,479 148,420,479 
$15,204,123 $1 5,204,123 

0 0 
$1 5,204,123 $1 5,204,123 

$ 267,463,587 $ 261,075,032 
5.68% 5.82% 

LIBERTY 
vs. AEPCO 

CHANGE 

$0 
0 
n 
$0 
0 
$0 
0 
$0 

0.14% 



DMK SCHEDULE G-2 
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Arizona Electric Power Cooperative, Inc. 
COST OF SERVICE SUMMARY - PROPOSED RATES 

AEPCO and STAFF ADJUSTED 

1 
2 
3 
4 
5 
6 
I 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 

AEPCO LIBERTY LIBERTY 
As-Filed Adjusted vs. AEPCO 

DESCRIPTION TOTAL SYSTEM TOTAL SYSTEM CHANGE LINE 
NO. 

REVENUES: 
MEMBERS (a) $150,397,406 $1 54,924,871 $4,527,465 
NON-MEMBERS @) 2,903,085 2,903,085 0 
OTHER OPERATING REVENUE @) 5,796,644 5,796,644 0 
TOTAL REVENUES $159,097,135 $1 63,624,600 $4,521,465 
OPERATING EXPENSES (e) 148,420,479 148,420,419 0 
ELECTRIC OPERATING MARGINS $10,676,656 $15,204.121 $4527.465 
INCOME TAXES 
RETURN (MARGINS) (LINE 6 - LINE 7) 

0 0 0 
$10,676,656 $15,204,121 $4,527,465 

RATE BASE (d) 
RATE OF RETURN 

SUPPORTING SCHEDULES: 
(a) H-I,LINE 1 
@) C-1, PAGE 3, LMES 3 AND 5 
(c) G-6, PAGE 1,  LTNE 50 AND C-1, PAGE 4, LME 44 
(d) B-1, LINE 9 

$ 267,463,587 S 261,075,032 
3.99% 5.820/0 1.83% , - 



DMK SCHEDULE 6.2 
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Arizona Electric Power Cooperative, Inc. 
DERIVATION OF PROPOSED RATES 

MOHAVE SULPHUR SPRINGS ALL 

COOPERATIVE COOPERATIVE MEMBERS 
DESCRIPTION ELECTRIC VALLEY ELECTRIC REQUIREMENTS TOTAL AEPCO LINE 

NO. 

1 
2 SEE SCHEDULE 64, PAGE 1 OF 2 



DMK SCHEDULE 04 
Page lo f2  

Arizona Electric Power Cooperative, Inc. 
DERIVATION OF REVENUE REQUIREMENTS AND RATES 

STAFF ADJUSTED 

MOHAVE ELECTRIC :y$F$g: TIUCO coopEPATlvE ELECTRIC REQUIREMENTS ALL TOTAL AEPCO FUNCTIONAL COSTS LINE 
NO. cOOpERATlvE COOPEPATWE MEMBERS 

I =VENUE REOUlREMEhT DEVELOPMEKC 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
I8 
19 
20 
21 
22 
23 
24 
25 
26 

FIXED COSTS 
BASE RESOURCES 
OTHER EXISTING RESOURCES 
ADDITIONAL RESOURCES 

SUB-TOTAL 

O&M 
BASE RESOURCES 
OTHER EXISTING RESOURCES 
ADDITIONAL RESOURCES 

SUB-TOTAL 

ENERGY 
BASE RESOURCES 
OTHER EXISTING RESOURCES 
ADDITIONAL RESOIJRCES 

SUBTOTAL 

TOTAL RFSOURCE COSTS 
BASE RESOURCES 
OTHER EXISnNG RESOUBCES 
ADDITIONAL RESOURCES 
TOTAL 

27 
28 BlLLING DETERMINANTS 
29 BUMGDEMANDS 
30 BASERESOURCEKWB 
31 OTBEREXISIMGRESOURCESKWH 
32 ADDITIONAL RESOURCES KWH 
33 TOTALKWE 
34 
35 MONTHLY CHARGES 
36 FIXEDCHARGE 
37 OdrMCHARGE 
38 BASE ENERGY CHARGE 
39 @THER EXISTING RESOURCE ENERGY 
40 ADDITIONAL RESOURCES CHARGE 
41 AVERAGE ENERGY CaARGE 

Sa9B4.933 W 9 S 5 n 2  w - 9  52W1,134 S%W7,578 
2,760453 %M,312 1,626,971 879,027 7,710,763 

0 0 3,279,456 108,411 3,387,867 
$11,745?86 sl0poo244 $10~02,016 S3WW6.2 S36,196,2oS 

$16,1241or 514,277,491 E9303914 35.134,4(92 545,039,403 
904604 8@1* 533.160 Zsspss 2524826 

0 0 281,602 75555 357,157 
s17,028,710 515.071.494 $10?11,076 S5,49a,lOs $479u?85 

w,735964 545355582 S29301,678 S14,761998 S132?%,Zt2 
3WCS1 3,262994 42WU Zrn2878 1532666 

0 0 4956,310 380,673 7,33083 
548,419,615 $46,618,576 542,721,131 $17,1f6,%9 S154,924,ml 

s91tvaz 
$1,119,059 
sorJ2w 

CHARGE $0.05437 
SO.05437 

$0.0'28957 

1,811225 
710,MgWJ 

346,000 
0 

7l9Jl4,ooo 

g66.687 
31354541 

SOM938 
10.05109 
$0.05109 

10.029393 

1,466322 
4998876,619 
76,467,416 

101,255,Wo 
67699,035 

5850,168 
S W W  
$0.02947 
SO.04219 
SO.04219 

$0.032813 

509,624 
231,625,173 
15,428,608 
cJ~UC(0 

253,576,781 

5320,713 
S458175 
SO.M?Zl 
so.04795 
$0.04795 

$0.030834 

u2o.m 
2,127,457,792 

92584,0L4 
107,778,000 

2,327,819,816 

36803 
s9.007 

50.M92S 
$0.04286 
SO.04286 

$0.030417 
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1 
2 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
1s 
16 
11 
18 
19 
20 
21 
22 

23 

24 
25 
26 
27 
28 
29 
30 
31 

Arizona Electric Power Cooperative, Inc. 
ASSIGNMENT OF BASE AND OTHER ENERGY RESOURCE COSTS AND CREDlT! 

BASE RESOURCE ENERGY COSTS AND CREDITS LINE 
NO. 

DESCRIPTION ENERGY MEC SSVEC l W C 0  CARii 
OPERATING EXPENSES: 
OPERATIONS 
COAL COSTS FOR RESOURCE TRANSFERS 
COAL COSTS FOR THIRD PARTY SAL.ES 
RESOURCE TRANSFER CREDITS 

SUBTOTAL 

$750,138 $547.390 $115.112 $11,038 $76,598 
1,791.954 915,690 423,016 212,142 241,106 

(I ,056,895) (777,814) (159.053) (i3.190) (I 06,838) 
SlP85.197 $685266 $379,075 9209.990 $210.866 

BASE COST BEFORE ADJUSTMENTS 56,564.336 18,028,841 19,113,089 13,264,011 6,158,394 

PRODUCTlON - FUEL AIC SO1 358,049,533 Sl8,7l4,lO7 119,492,165 133,474,002 $6369.260 

ADJUSTMENTS 
PURCHASED POWER ACCOUNT 555 -ENERGY 7,016,030 2,236,221 2,370,706 1.645212 763,861 
TRANSMlSSlON OF ELEC BY OTHERS ACCOUNT 565 - ENERGY 553 176 187 130 60 
FlRM CONTRAm REVENUES 0 0 0 0 0 

SCHEDULlh’G REVENUES 0 0 0 0 0 
BASE RESOURCE ECONOMY ENERGY (2,847,849 (1,323,579) (740,898) (416,568) (366.799) 

OTHER OPERATING REVENUES 0 0 0 0 0 
TOTALNET BASERESOURCES ENERGY REVEWE RFQUIREMENTS S62,118,242 $19,626,925 $l1,122,159 $14,702,775 36,766,382 

OTHER RESOURCE ENERGY COSTS AND CREDITS 

DESCRIPTION ENERGY MEC S m E C  TRICO CARM 
OTHER EXISTING RESOURCE COSTS $4,995,077 $18,594 $17,678 $4,103,012 5855,793 
RESOURCE TRANSFER COSTS 1,056,895 1.546 4,988 933.482 116.878 
OTHER RESOURCE COSTS $3,938,182 $17,048 $12,690 $3,169,530 $738,915 

RESOURCE TRANSFER KWH 
OTHER RESOURCE KWH 
TOTAL OTHER EXISTING RESOURCE KWH 

27,089,019 5~7,484 13.1.954 23,755,693 3,139,888 
65,495,005 283,516 211,046 52,711,723 12,288,720 
92384,024 342,000 346,000 76,467,416 15,428,608 



DMK SCHEDULE G b  
Page1 of 1 

Arizona Electric Power Cooperative, Inc. 
DISTRIBUTION OF RATE BASE BY FUNCTION 

OTHER EXISTING ADDITIONAL ARM TOTAL AEpco 
RESOURCES RESOURCES DESCRIPTION BASE LINE 

NO. 
1 
2 THIS SCHEDULE IS NOT APPLICABLE 



Arizona Electric Power Cooperative, Inc. 
Distribntifm of Expmsrs by Rerource 

(&dusifiutbur and Ro Forma Adjtumentr Incloded) 

DMK SCHEDULE64 
Pagal 015 

OTaER ADDmONAL ADDITIONAL 

RESOURCES RESOURCES RESOURCES 
BASE EXISTING mco CARM LINE TOTAL ADJUSTED 

NO. OQM EXPENSES (a) 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
I2 
13 
14 
I5 
16 
17 
18 
19 

21 
22 
23 
24 
2s 
26 
27 
29 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 
56 
56 
57 
58 
59 
60 
61 
61 
63 
64 
65 

m 

OPERATING EXPENSES: 
OPERATIONS 
PRODUCTION - FUEL AIC 501 
PRODUCTION - FUEL N C  547 
PRODUCTION - STEAM AIC 500 
AIC 502 
AIC 503 
AIC s(u 
AIC 505 
AICW6&509 
AIC 507 
AIC 508 
PRODUCTION - OTHER- AIC 546 
AIC M 
AIC 549 
AIC 550 
OTHER POWER SUPPLY 
-DEMAND AIC 555 
-ENERGY AIC 555 
- ~ I R E c T M C 5 5 5  
AIC 5% 
AIC 557 
TRANShUSSION 
AIC 562 
AIC 564 
AIC 566 
ADMINISTRATIVE & GENERAL 
TOTAL OPERATIONS 

PRODUCTION - STEAM - AIC 510 
AIC 511 
AIC 512 
AIC 513 
AIC 514 
AIC 515. 
PRODUCTION - OTHER - AIC 551 
AIC m 
AIC 553 
AIC 554. 
TRANSMlSSION 
AIC 570 
GENER*L PLANT 
TOTAL MAINTENANCE 

OTHER: 
DEPRECIATION & AMORTIZATION 
TAXES 
TOTAL OTHER 

TOTAL OPERATING EXPENSES 

INT. & OTHER DEDUCTIONS: 
INT. ON LQNGTERM DEBT 
IN?. CRARGES TO CONST. 
OTHER INT. EXPENSE 
OTHER DEDUCTIONS 
TOTAL INT. k OTHER DED. 

TOTAL WLPENSES 

SUPPORTING SCHEDULES. 
(dCLPAGES3AND4 
(b)Gl,PAGE4,LlNES44+SD 

s 58,823,108 
6,460,305 
4,539,727 
2,574,751 

0 
0 

1.172.956 
870,078 

0 
0 

177.892 
129,823 
29,413 

0 
0 

3,791,951 
13,533,831 

0 
3,509,469 

75,351 

0 
0 

S 58,823,108 
0 

4,539,727 
2,874,751 

0 
0 

1,372,956 
870,078 

0 
0 
0 
0 
0 
0 
0 

914,998 
7,016,000 

0 
3299,808 

72,209 

0 
0 

12.379.lW 11,646,041 --- -.-- 7.158 

116.884945 99,249,995 1o.a08,185 6,469255 357510 
8,516,626 8,020,315 438,825 0 57,486 

s 
6,460,305 

0 
0 
0 
0 
0 
0 
0 
0 

177,892 
129,823 
29,413 

0 
0 
0 

2,918,362 
0 

143,603 
3,142 

0 
0 

506,820 

5 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

2,184,891 
3.402,762 

0 
62,060 

0 

0 
0 

219.542 

5 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

92,062 
196,707 

0 
3,998 

0 

0 
0 

1,437,066 
19,556 

9,106.366 

2,131224 

56,333 
5,170 

1,002295 
93551 

888,042 

1,437.066 
19,556 

9,106,366 
888,042 

2,137,124 

56,333 
5,270 

1,002,295 
93557 

3,191 3.058 133 
1,167,443 1,100,421 60,209 6,814 

15,916243 14,691,732 1,217,797 6,814 

13,349,504 11,944,097 1,405,407 
2,269,687 1,846,258 423,429 

15,619,191 13,790,355 1,828,836 

14,420,479 127,732,082 13,854,818 6,469255 364,324 

9281,871 5,6&1.?52 616.919 
07,664) (25,825) (1.839) 
448,729 418,904 29,825 
42,545 39,717 2,828 

9,745,481 9,097,749 647,732 

S 158,165,960 S 136,829,830 5 14,502,551 S 6,469,255 S 364.324 



Arizona Electric Power Cooperative, Inc. 
Distribution of BooM Expenses by Resource 

DMK SCHEDULEGB 
Pyle2of5 

OTHER ADDITIONAL ADDITIONAL 

RESOURCES RESOURCES RESOURCES 
BASE EXISTING TRICO CARM LINE TOTAL BOOKED 

NO. O&M EXPENSES (a) 

1 
2 
3 
4 
5 
6 
1 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
13 
Y 
35 
16 
n 
m 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
0 
44 
45 
46 
47 
48 
49 
M 
51 
Q 
53 
54 
M 
56 
51 
sa 
99 
60 
61 
62 
€3 
b4 
65 

OPERATING EXPENSES: 
OPERATIONS 
PRODUCTION - FUEL AIC 501 
PRODUCTION - FUEL A/c 547 
PRODUCTION - STEAM AIC 500 
Ncm 
A C s M  
rvcM4 
AIC505 
AIC5M&M9 
N C  5W 
Nc 508 
PRODUCTION - OTaER - MC 546 
N C  548 
AIC 549 
AIC 550 
OTHER ? O W R  SUPPLY 
-DEMAND AIC 5% 
-ENERGY AIC 555 - LNDIlwsI AIC 555 
AIC 556 
AIC 557 
TRANSMISSION 
AIC 562 
A/cw 
AIC 565 
ADMINISTRATIVE & GENERAL 
TOTAL OPERATIONS 

PRODUCTION - STEAM - AIC 510 
N C  511 
N C  512 
An: SI3 
AIC 514 
AIC 515. 
PRODUCTION - OTHER - AIC 551 
MC 552 
AIC 553 
MC 554. 
TRANSMISSION 
AIC 570 
GENERAL P U N T  
TOTAL MAINTENANCE 

OTHER 
DEPRECIATION & AMORTIZATION 
TAXES 
TOTAL OTHER 

TOTAL OPERATING EXPENSES 

INT. & OTHER DEDUCTIONS: 
INT. ON LQNGTERM DEBT 
WT. CHARGES TO CONST. 
OTHER MT. EXPENSE 
OTHER DEDUCrIONS 
TOTAL MT. & OTHER DED. 

TOTAL EXPENSES 

SUPPORTING SCHEDIILES 
@)C-1.PAGE-S I AND2 
(b) C-I. PAGEZ. LINE3 44 t SO 

571,296,090 
6,501,235 
4,7a6,859 
4,381,006 

0 
0 

1,645.798 
884,983 

0 
0 

184.4 I3 
551,193 
29,906 

0 

$71,296,090 
0 

4,706,859 
4,381,006 

0 
0 

1.645.798 
884,983 

0 
0 
0 
0 
0 
0 

so 
6,501,235 

0 
0 
0 
0 
0 
0 
0 
0 

184,413 
551,193 
29.906 

0 

so 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

$0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

3,26Z7451 914,998 0 2,272,335 75,118 
13,533,831 7.Ol6,OOO 2,918,962 3,402.762 196,707 

0 0 0 0 0 
3,246,651 3,059,612 133.150 50.628 3.262 

75.351 72309 3.142 0 0 

0 0 0 0 0 
0 0 0 0 0 

9,249,224 8,646.155 376,269 219,542 7,258 
10,898,663 l0,273.119 562,085 0 63.459 

$130,447,654 $1 12,896,829 $11259.755 $5.945.261 5345,803 

1.500,521 
40,104 

1,380,730 
2209.310 

0 
58,799 
5,489 

1,088,452 
96,352 

9,749,499 

$1,500,52 I 

9,749,499 
40,104 

1,380,730 
2,209,310 

0 
0 
0 
0 
0 

$0 
0 
0 
0 
0 
0 

58,799 
5,489 

1,088,452 
96,352 

$0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

$0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

3,301 3,163 138 0 0 
1,372,320 1,105,033 60,461 0 6,826 

$17,304,877 $15,988,364 $1,309,691 EO S6.826 

$995 1,210 $8,229,376 $1,721,834 so $0 
0 0 0 0 0 

$9,951,210 S8.229376 $1,721,834 $0 $0 

514,291,280 $5.945367 $352,629 $157.703.741 $137.1 14.565 

$10,518,102 $9,819,018 $699,084 $0 $0 
(27,662) (25,825) (1,839) 
448.729 418.904 29.825 0 0 

s11.135,447 $10,395,331 1740,116 so SO 
196,280 183,234 13.046 0 0 

a 168,839.188 S 147,509,896 $ 15.031,3% 16 5,945261 $ 352,629 



LINE 
NO. 

Arizona Electric Power Cooperative, Inc. 
Dirtribution of Pro-ForQa Adjustments by Raource 

DMK SCHEWLEG-6 
Page3ofJ 

OTHER ADDITIONAL ADDITIONAL 

RESOURCES RESOURCES RESOURCES 
BASE EXISTING m c o  CARM LINE ADJUSTMENTS TO 

NO. O k M  EXPENSES (a) 

1 
2 
3 
4 
5 
6 
7 
B 
9 
10 
11 
12 
I3 
14 
I5 
16 
17 
I8 
19 
20 
21 
22 
23 
24 
25 
26 

28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
M 
51 
57. 
53 
54 
55 
56 
57 
50 
59 
60 
61 
61 
63 
64 
65 

n 

OPERATING EXPENSES: 
OPERATIONS 
PRODUCTTON - FUEL AIC 501 
PRODUCTION - FUEL AIC 547 
PRODUCTION - STEAM AIC 500 
AIC 502 
AIC 503 
AIC so4 
AIC 585 
AICSMk509 
AIC 507 
AIC 508 
PRODUCTION - OTHER - AIC !546 
AIC 548 
AIC 549 
AIC 550 
OTHER POWER SUPPLY 
- DEMAND An: 555 
-ENERGY AIC555 
-INDIRECT AIC 555 
AK: 556 
Ax: 557 
TRANSMISSION 
AIC 561 
AIC 564 
AIC 565 
ADMINISTRATIVE & GENERAL 
TOTAL OPERATIONS 

PRODUCTION - STEAM - AIC 510 
AIcs11 
AIC 512 
AIC 513 
AIC 514 
AIC 515. 
PRODUCCION -OTHER - AIC 551 
NC 552 
AIC 553 
A l c  554. 
TRANSMISSION 
AIC 570 
GENERAL PLANT 
TOTAL MAINTENANCE 

OTHER: 
DEPRECIATION &AMORTIZATION 
TAXES 
TOTAL OTHER 

TOTAL OPERATING EXPENSES 

INT. & OTHER DEDUCTIONS: 
INT. ON LONG-TERM DEBT 
INT. CHARGE TO CONST. 
OTHER INT. EXPENSE 
OTHER DEDUCI'IONS 
TOTAL INT. k OTHER DED. 

TOTAL EXPENSES 

SUPPORTING SCHEDULES: 
(a) C-I, PAGES 3 & 4 
(b)C-l,PAGE4.UNES44+50 

OTHER ADDITIONAL ADDITIONAL 

RESOURCES RESOURCES RESOURCES 
BASE EXISTING m c o  CARM ADJUSTMENTS TO 

O k M  EXPENSES (a) 

(6.521) 
(712) 
(493) 

529,500 

387,676 

5,856,312 

$ (12,159284) S 

(167,132) 
(92,646) 

354,300 

5,612,082 

(40,930) 

(6,521) 
(712) 
(493) 

15,419 

244,230 

5 

512.556 

16,863 

5 

16,944 

1,B6 

(2,391,719) (2,261,930) (123,760) (6,030) 
(8,153,131) (8,781,784) 87233 529,419 12.001 

(63,455) 

(643,133) 
(492,688) 
(72,086) 

(20,548) 

( 2 W )  
(21 9) 

(86,157) 
(2,795) 

(12) 
(1,388,534) (1,296,628) (91,894) (12) 

(110) (105) ( 5 )  
(4.8773 (4,612) (252) 

3,398294 3,714,721 (316.427) 

3,398294 3,714,721 (31 6,427) 

(6,143,371) (6,363,691) (321,087) 529,419 11.988 

(153,735) (143,517) (10,218) 
(1,389,966) (1297,582) ( 9 2 3 9  

s (7,533,337) 6 (7,661273) S (413,471) 5 529,419 S 11.988 



Arizona Electric Power Cooperative, Inc. 
Dirtrlbutioa ofExpnse Rlclusiikntions by ReMlra 

DMK SCHEDULE E6 
Page4of5 

OTHER ADDITIONAL ADDITIONAL 

RESOURCES RESOURCES RESOURCES 
BASE W I N G  TRICO CARM LINE RECLASSIFICATIONS 

NO. OF OkM EXPENSES 

1 
2 
3 
4 
5 
6 
I 

9 
10 
11 
12 
13 
14 
15 
16 
17 
I8 
19 
fo 
21 
u 
23 
7.4 
25 
I 
2 l  
29 
29 
30 
31 
32 
33 
34 
35 
M 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 
55 
56 
n 
58 
59 
60 
61 
62 
63 
64 
6s 

a 

OPERATING EXPENSES: 
OPERATIONS 
PRODUCXION -FUEL N C  MI 
PRODUCTION - FUEL N C  541 
PRODUCTION -STEAM N C  500 
Alcsoz 
AIC 503 
AKm 
AKm 
AIC5D6&509 
AK 501 
N C  508 
PRODUCTION -OTHER - N C  546 
AICW 
AK 549 
a 5 5 0  
OTHER POWER SUPPLY 
-DEMAND NC 555 
-ENERGYAK555 
-lNDIRECXAK555 
N C  5% 
N C  557 
TRANSMISSION 
N C  562 
a 5 6 4  
AKW 
ADMINISTRATIVE & GENERAL 
TOTAL OPERATIONS 

PRODUCTION -STEAM - N C  510 
AK 511 
AIC 512 
AIC 513 
AK 514 
AIC 515. 
PRODUCTION - OTHER - AIC 551 
N C  HZ 
N C  553 
N C  554. 
TRANSMISSION 
N C  570 
GENERAL PLANT 
TOTAL MAINTENANCE 

OTHER 
DEPRECIATION & AMORTlZATlON 
TAXES 
TOTAL OTHER 

TOTAL OPERATING EXPENSES 

INT. & OMER DEDUCTIONS: 
INT. ON LONGTERM DEBT 
INT. CHARGES TO CONST. 
OTHER INT. EXPENSE 
OTHER DEDUCTIONS 
TOTAL INT. &OTHER DED. 

TOTAL EXPENSES 

SUPPORTING SCHEDULES: 
(a) C-2, PAGES 1 & 2 
(b) C-2. PAGE 2, UNES 40 + 50 

5 (31 3,698) 

(1,413,609) 

(420.565) 

(420,658) 

(124,858) 

12.725.872) 

S (313.698) 

(1,413,609) 

(420,565) 

( I  14,lIl) 

(2612.193) 

5 

(420,658) 

(4,966) 

(1 13.679) 

5 - s  

9,682 9,126 ' 499. 56 
(5,409,578) (4865,050) (538.804) (5.43 1) (294) 

2269,681 1,546,258 423.429 
2,269,681 1,846258 423,429 

(3,139.891) (3,019,792) (115.374) (5,431) (294) 

$ (3,139,891) $ (3,018,792) S (115.374) $ (5,431) $ (294) 





DMK SCHEDULE E-7 
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Arizona Electric Power Cooperative, Inc. 
DERI\1ATlON OF ALLOCATION FACXORS 

MOHAVE SULPHUR SPRINGS c0LLEcllVEN.L 
DESCRIPTION E-IC VALLFYELECTRIC mcoELECTRIc mQmmm ToI'm M P C O  LINE 

NO. COOPERATIVE COOPERATIVE MEMBERS 
1 ALLOCATION FACTORS 
2- 
3 BASERESOURCEKWH 
4 OTleR EXISTING RESOURCES KWH 
5 ADDITIONAL RESOURCES KWH 
6 
7 BASERESOLRCEKWH 
8 OTHER EXISTING RESOURCES KWH 
9 ADDITIONAL ARM RESOLRCES KWH 
10 
I1 FIXEDCOST ALLOCATION FACTORS 
12 ACP 
I3 
14 

ACP OF SOUMPARK AND GRIFFITH 

678,088,000 718,868.000 498,876,619 231,625,173 2,127.457.792 
342,000 346.000 15,428,608 92,584.024 76,467.416 

0 0 101,255,000 6,523,000 107,778,000 

31.873% 33.790% 23.449% 10.887% 100.000% 
0.369% 0.374% 82.592% 16.684% 100.OWh 
O.wO% O.OOO% 93.948% 6.052% 100.000% 

35.800% 31.700% 21.100% 11.400% 100.000% 
0.000% 0.000% 96.800% 3.200% lOo.OOO% 

BASE OTHER EXISTING ADDITIONAL TRlCO ADDITIONAL CARM 
RESOURCES REsouRCES RF.souRcEs 1s 

16 DISPATCHED ENERGY (KWH) 2.1 27.457.792 92.584.024 
FUNCllONALIWTION FACTORS 

6.523.000 2.327.819.816 101.25~.000 
17 DISPATCHEDENERGY~Y.) ' 

18 
19 SUB-TOTAL PURCHASED POWER 
24 
21 
22 SUBTOTAL(%) 
23 SUBTOTAL(Y.) 

PRODUCTION - FUEL A/C 501 
PRODUCnON ~ FUEL N C  547 

24 
25 
26 
27 
211 
29 
M 
31 
32 
33 
34 
35 

PAYROLL EXCLUDING A&G AND GEN PLT MKTC (S) 
PAYROLL EXCLUDING A&G AND GEN PLT MhTC (Y.) 

INTERST ON LONG TERM DEBT (S) 
BYTEREST ON LONG TERM DEBT (*%) 

TOTAL EXPENSES LESS AB0 (5) 
TOTAL EXPENSES LESS ABG (Y.) 

A&G EXPENSES (S) 
A&G EXPENSES (YO) 

91.393% 3.977% 4.350% 0.280% 100.000% 

5 71.296.090 $ - $  - $  - $ 71,296,090 
6,501,235 8,501,235 

S 71,296,090 $ 6,501.235 5 - $  - $ 77,797.325 
91 643% 6.357% O.CQO% O.ooO% 100.0M)% 

511,113,323 
94.695% 

$9.819.018 
93.354% 

$128,809,515 
86.074% 

$10,273,119 
94260% 

$612,631 
5.220% 

$699,084 
6.646% 

$14,063,726 
9.388% 

5562,085 
5.157% 

$9,333 $601 $1 1,735.887 
0.080% 0.005% 100.00096 

$10,518,102 
0.000% O.OOO% 100.000% 

56,469,255 $306,638 $149,649,334 

$0 $0 

4.323% 0.205% i o o . o m  

$0 $63.459 $10,898,663 
0.000% 0.582% 1 0 0 . o m  
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Surrebuttal Testimony of Dennis M. Kalbarczyk 
Docket No. E-01773A-12-0305 
Page 1 

I. 

Q. 
A. 

Q. 
A. 

SUMMARY 

Have you previously submitted testimony in this proceeding? 

Yes. I submitted direct testimony on behalf of the Arizona Corporation Commission (,,CC‘‘ 

or “Commission”), Utilities Division (“StaP) in the review of Arizona Electric Power 

Cooperative Inc.’s (“MPCO” or “Cooperative”) application for a general rate increase in 

Docket related to both revenue requirement and rate design matters. 

Please describe the major points your surrebuttal testimony will address. 

I have reviewed and will comment on the rebuttal testimony of AEPCO witness Gary E. 

Pierson. My understanding of Mr. Pierson’s rebuttal testimony is that he accepted the 

proposed rate base adjustments, and continues to recommend the same Cost of Service Study 

and Rate Design approach. Mr. Pierson also stated that AEF’CO withdraws its request to 

modify the Purchased Power Fuel Adjustor Clause (“PPFAC”) to include carbon taxes and 

Cap and Trade Allowances. He also indicated that a change was necessary to his direct 

testimony to indicate that the proposed modification to the PPFAC to separate bank balances 

from the fuel adjustor rates. Balances would be recovered or refunded through an 

amortization process, a continuing six-month amortization tariff rider, rather than a 

‘’temporary” rider. 

Mr. Pierson proposes two new rebuttal adjustments. The first consists of a wheeling expense 

adjustment based upon updated changes in contract rates. This adjustment would increase 

operating expenses by $240,000. The second item is a $260,000 reclassification adjustment, 

which would reduce gas cost expense and correspondingly increase administration expenses. 

It therefore would cause no overall change in operating expenses. Thus, AEPCO’s request 

that its as-filed proposed revenue decrease of $4,527,467 be reduced to $4,287,465, a 
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Q* 
A. 

difference of $240,000. Due to the change in revenue requirements, Mr. Pierson also 

recammends that the as-filed proposed rates be revised accordingly. Mr. Pierson also 

advised that updated information on rate case expense would be provided at a later date. 

Mr. Pierson’s surrebuttal testimony also raises for the first time the concept of a new adjustor 

mechanism, which he identified as the Environmental Compliance Adjustor Rider 

(“ECAR”). It would operate as a tariff surcharge to provide a funding mechanism for 

Environmental Protection Agency (“EPA”) requirements. The ECAR proposal in-part would 

address matters related to pending EPA matters at the Apache station. 

Please summarize the recommendations you make in this Surrebuttal Testimony. 

I provide the following summary of recommendations: 

Recommend approval of Staf fs  direct testimony positions that there be no 
change in overall revenue requirement. 

Recommend approval of AEPCO’s rebuttal request to increase operating 
expenses by $240,000 resulting in a corresponding decrease to margin based 
upon no change in overall revenue requirement. 

Recommend no change in overall rate case expense normalization claim. 

Recommend approval of Staff‘s surrebuttal testimony rate design, which 
incorporates reclassification adjustments and increased wheeling expense 
adjustment but with no overall resultant change in total revenue requirements. 

Recommend denial of the proposed ECAR at this time. Staff recommends that 
this matter remain open in order to conduct technical conferences and continue 
rate case discussions to fully evaluate the ECAR mechanism. Staff would then 
bring its f d  recommendation to the Commission for approval. 

’ Updated information was provided in Supplemental response to DK-1.68, dated June 21,2013. 
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II. 

Q. 

A. 

Q* 
A. 

Q. 
A. 

REVENUE REQUIREMENT ISSUE DISCUSSION 

Have you reviewed AEPCO witness Pierson’s rebuttal testimony and proposed 

recommendations? 

Yes. Mr. Pierson, at page 8 of his rebuttal testimony notes that in order to narrow disputed 

issues he accepts Staff’s direct testimony pro forma adjustments to rate base. While Staff 

identified operating expenses that could be reduced, no recommendations to reduce expenses 

were made due to the magnitude of the issues addressed by Mr.Vickroy and his 

recommendation of no change in revenue levels. 

Have you reviewed AEPCO’s additional rebuttal adjustments? 

Yes. The first adjustment is a net increase of $240,000 for wheeling expenses, due to 

increases in contract rates that occurred on October 1, 2012 and May 1, 2013. From a 

ratemaking perspective the selection of a test year always raises concerns as one tries to 

assure that appropriate known and measurable changes are timely incorporated into the test 

year. In the instant case AEPCO used a historic test year ended December 3 1,201 1 to which 

pro forma adjustments were made to reflect known and measurable changes. It is not 

uncommon for the rate analyst and regulator to struggle with a determination as to which 

items should or should not be included within the test year based upon known and 

measurable changes especially when changes occur far outside the end of the test year. 

Please continue. 

The first adjustment to Western Area Power Contract Rate Increases (Parker Davis PTP Firm 

Transmission and Firm Network Transmission) occurred on October 1,2012. This date is 10 

months after the close of the test year the rate changes occurred and about one month after 

the rate case was filed. Thus, it is reasonable to supplement the as-filed case to include the 

rate change as well, an increase of $76,800 when considered up through the end of 2012. 

The Intertie Point-To-Point rate increased on May 1, 2013, an increase of $163,200. Thus, 
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Q. 

A. 

the question is whether events occurring in 2013 should be reflected in a 2011 pro forma 

adjusted test year. 

What is your overall opinion and recommendation as to the requested $240,000 net 

change in operating expenses? 

I would recommend inclusion of both rate changes, especially given that Staffs position is 

that there be no change in revenue levels. Because revenue levels would remain unchanged, 

the increase in operating expense would result in a minimal reduction to margin. 

Do you have any other comments with regard to Mr. Pierson’s second rebuttal 

adjustment ? 

Yes. I agree with his request to reduce he1 costs by $260,000 and corresponding increase to 

administrative & general expenses. This adjustment simply reconciles a misclassification 

error, with no impact on operating expenses or overall revenue requirement. However, such 

changes do affect rate design which I address later. 

Briefly address AEPCO’s proposal to recover carbon taxes, carbon dioxide (“C02”) 

Cap and Trade Allowances or similar levies through the PPFAC. 

In its application, AEPCO had proposed to recover these items through its PPFAC. My 

direct testimony opposed this request because it was overly broad. However, AEPCO in its 

rebuttal testimony indicated that it has decided to withdraw its request. 

Does Staff accept AEPCO’s request that the separate bank balance to be refunded or 

collected over a six month amortization be considered as a “continuing” rather than a 

“temporary” rider as discussed in Mr. Pierson’s rebuttal testimony? 

Staff accepts AEPCO’s request, which as explained by Mr. Pierson appears to be a minor 

oversight. 
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Q. 
A. 

Briefly explain your understanding of AEPCO’s ECAR Rider proposal. 

Mr. Pierson at pages 7-8 of his rebuttal testimony, for the first time formally advances a 

surcharge as a funding mechanism to address EPA requirements that may develop in the 

future. While not mentioned specifically, the proposal, if adopted as submitted would 

provide for a mechanism to fund any future changes at the Apache station due to pending 

EPA matters. A Draft ECAR Tariff and Plan of Administration (“POA”) was also provided, 

as Exhibits 7 and 8, respectively. 

The following provides a brief summary overview of the proposed ECAR mechanism: 

Initial rate would be set at zero. 

Calculated surcharge rates would be based upon specific dollars set forth in an 
Environmental Compliance Strategy (“ECS”) plan. 

ECS would be completed and finalized in accordance with EPA requirements and 
filed with the Commission. 

Qualifying ECS costs are those costs necessary to meet mandated or expected to 
be mandated by federal, state, or local laws or regulations determined as 
appropriate by the Commission; determination to include provisions for review 
and hearing, if necessary. Environmental fines or penalties are not recovered 
through the ECAR. 

Charges would be assigned to Class A Members on the basis of the Allocated 
Capacity Percentage of each respective Member. 

ECAR rates may be adjusted (up or down) depending on actual funding needs as 
outlined in the ECS plan, subject to review and hearing, if necessary. 
Use of Funds, described in general to meet ECS costs requirements on a dollar- 
for-dollar basis: 

o Qualified environmental capital additions 
o Support operations’ expenses 
o Recover stranded asset costs 
o Environmental fines or penalties are not recovered through the ECAR. 

Compliance Reports would be filed on semi-annual basis. 
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As noted, the ECAR mechanism was just recently filed and Staff has not had the opportunity 

to fully explore all of the details and potential ramifications of the proposal as submitted. In 

general, Staff is not opposed to the concept; however, there are a number of underlying 

details which still need to be addressed. In that regard, collaborative work sessions between 

AEPCO and Staff may be appropriate to address underlying technical concerns necessary to 

fully implement the proposal to meet necessary regulatory review and approvals. A revised 

POA could be filed later in this case. 
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matters first be fully addressed: 

1. Rate to be set at “zero” until Completion of the Apache Economic Study 
(“Study’) as ordered by the Commission in the prior proceeding. 

2. Study to fully address and quantify economic cost and rate impact of changes in 
operating costs due to EPA requirements and other economic factors based 
upon best business practices. 

3. Study to Wly address and quantify economic cost and rate impact of changes in 
capital costs due to EPA requirements and other economic factors based upon 
best business practices. 

N 
In order to advance the inclusion of such an ECAR mechanism, to which the initial rate 

4. Study to fully address and quantify economic costs and rate impact of changes 
resulting in stranded costs due to EPA requirements andor other economic 
factors based upon best business practices. 
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Additionally, the proposed working sessions between AEPCO and Staff should allow the 

necessary time and opportunity for the Draft Tariff and POA to be more formally revised to 

address regulatory review and oversight concerns. For example, the ECAR currently 

contemplates the inclusion of all mandated or expected to be mandated environmental 

compliance obligations by federal, state, and local agencies. The general description of the 

agencies and lack of minimum or maximum dollar amounts subject to possible consideration 

appears overly broad and wide reaching, and the indication that expected requirements may 

be included prior to determination of an actual requirement. 

The POA indicates that the surcharge contemplates a method for the calculation of the 

surcharge based upon the funding requirement to remedy the EPA matter. The POA does not 

address whether the resulting fxed charge will base revenue requirements upon short- or 

long-term financing or simply ongoing operating cash requirements. Staff expects that 

AEPCO would use best business practices to fbnd the requirements, but we are unsure what 

that may be when one must consider the impact of such a requirement based upon each 

Member’s individual economic circumstances. 

In addition, the accounting section of the POA briefly describes regulatory accounting 

concepts for the recording of funds received and classification of qualified environmental 

assets. Staff understands the conceptual nature of the discussion; however, a more 

formalized process and list of respective accounts to be used needs to be identified to aid in 

the review and oversight process. Finally, while the ECAR provides for compliance review 

and frequency of reporting requirements, it does not appear that there is a provision requiring 

that the ECAR remain subject to audit by the Commission on an annual or bi-annual basis. 

. . _. .. -. . 
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111. 

Q. 
A. 

Q. 
A. 

RECOMMENDED RATE DESIGN 

Please describe your understanding of AEPCO’S rebuttal rate design position. 

Mr. Pierson agrees with Staffs proposal to accept AEiPCO’s cost of service study and rate 

design approach. Thus, there is no disagreement in approach; however, ultimate rates will be 

based upon the adjusted revenue requirement approved by the Commission. In that regard, I 

have updated the fully allocated cost of service study using AEPCO’s cost of service study 

methods, which incorporates the revenue requirement at the same levels produced under 

current rates. I also included the $791,000 increase to Production Fuel Account 501 and 

corresponding decrease to Production Fuel Account 547 reclassification adjustment noted on 

page 15 of Mr. Pierson’s rebuttal testimony. This adjustment has a zero impact on revenue 

requirement, but does affect rate design. 

DMK Exhibit 1 provides Staff‘s Surrebuttal proposed rates, including a proof of revenue 

analysis by rate class. This exhibit demonstrates that Staff‘s proposed rates will produce 

approximately the same $1 54,924,873 of revenue requirement from members as provided for 

under current rates. It is revenue neutral or with no overall net change to current revenue 

requirements. However, current rates to members will change, because the cost of service 

study will allocate the total revenue requirement based upon more current cost causative 

allocation factors developed in this test period as compared to when rates were set in the prior 

rate case proceeding. 

Does that conclude your surrebuttal testimony? 

Yes, it does. 



I 

Surrebutal Testimony of Dennis Kalbarczyk 
Docket No. E-01773A-12-0305 

Exhibit DMEC- 1 

Arizona Electric Power Cooperative, he. 

CURRENT w. AFPCO RFBUlTiU and STAFF SURRFSUTAL PROPOSH) 
S U M M A R Y P R O O F O F ~ - C O S T O F S ~ V K E /  CHANGES EVRFPREENATIVERATES 

I 

I 

Collective All-Requirements 
F k d  Charge 
O&M Charge 
Fnergy Rates 
Base Resources UkWh 
Other Resources UkWh 
PPFAGBase Resources Base WWh 
PPFACOther Resources Base UkWh 
PPFAGFixed FuelCost per month 

Revenues 
$ Increase 

Partial-Requirements Members: 
Mohave Electric Cooperative 
Fixed Charge 
O&M Charge (Present WW) 
E n q y  Rates 
Base Resources WWh 
Other Resources WWh 
PPFAGBase Resources Base UkWh 
PPFAGOther Resources Base WWh 
PPFAGFixed Fuel Cost per month 

Revenues 
$ Increase 

Sulphur Springs Valley 
Fixed Charge 
O&M Charge (Present WW) 
Energy Rates 
Base Resources WWh 
Other Res ources WW h 
PPFAGBase Resources Base WWh 
PPFAC-Other Resources Base $kWh 
PPFAGFkd Fuel Cost per month 

Revenues 
$Tncreas e 

Trico Electric Cooperative 
Fixd Charge 
O&M Charge (Present YkW) 
Energy Rates 
Base Resources YkWh 
Other Resources WkWh 
PPFAGBase Resources Base WWh 
PPFAGOther Resources Base $kWh 
PPFAGFixed Fuel Cost per month 

Revenues 
$ Increase 

PRM Totals 

Total CARM and PRM 
$Increase 

AFpcoRehuttal Staff Surrebuttal 
Current Promsed YO Change Promsed !YO Chanee 

$ 273334 $ 280,682 
$ 414,019 $ 462,845 

$ 0.03132 $ 0.02958 
$ 0.05300 $ 0.03904 
$ 0.03513 $ 0.02958 
$ 0.07188 $ 0.03904 

$ 16,903,587 $ 16,630,822 
$ (272,765) 

$ - $ 183,236 

$ 835,756 $ 856,617 
$ 1,274,882 $ 1,433,723 

$ 0.03191 $ 0.02931 
$ 0.05852 $ 0.04118 
$ 0.03454 $ 0.02931 
$ 0.06191 $ 0.04118 
$ - $ 549,433 
$ 50,184,760 $ 47,374,155 

$ (2,810,605) 

$ 740,041 $ 758,513 
$ 1,128,876 $ 1,269,525 

$ 0.03205 $ 0.02975 
$ 0.05742 $ 0.04139 
$ 0.03449 $ 0.02975 
$ 0.06449 $ 0.04139 

$ 47,411,111 $ 45,736,988 
$ (1,674,123) 

$ - $ 486,509 

$ 710,367 $ 743,980 
$ 764,465 $ 868,482 

$ 0.03214 $ 0.02984 
$ 0.05747 $ 0.03747 
$ 0.03431 $ 0.02984 
$ 0.08274 $ 0.03747 

$ 40,425,415 $ 40,895,440 
$ 470,025 

$ - $ 574,197 

$ 138,021,286 $ 134,006,583 

$154,924,873 $150,637,405 
$ (4,287,468) 

2.69% $ 318,671 
11.790h $ 462,842 

-5.56% $ 0.02946 
-26.34% $ 0.04119 
-15.80% $ 0.02946 
-45.69% $ 0.04119 

$ 183,236 

$ 202,852 
-1.61% $ 17,106,439 

2.500h $ 972,557 
12.46% $ 1,433,715 

-8.15% $ 0.02919 
-29.63% $ 0.04436 
-15.14% $ 0.02919 
-33.48% $ 0.04436 

$ 549,433 
-5.60% $ 48,686,609 

$ (1,498,151) 

2.50% $ 861,175 
12.46% $ 1,269,518 

-7.18% $ 0.02963 
-27.92% $ 0.04373 
-13.749'0 $ 0.02963 
-35.82% $ 0.04373 

$ 486,509 

$ (526,073) 
-3.53% $ 46,885,038 

4.73% $ 844,676 
13.61% $ 868,478 

-7.16% $ 0.02972 
-34.80% $ 0.03861 
-13.03% $ 0.02972 
-54.71% $ 0.02972 

$ 574,197 
1.16% $ 42,246,784 

$ 1,821,369 

-2.91% $ 137,818,432 

-2.77% $154,924,871 
$ (2) 

16.59?? 
1 1.79% 

-5.93% 
-22.29% 
-16.13% 
42.70% 

1.20% 

16.37% 
12.46% 

-8.51% 
-24.2Wh 
-15.48Yo 
-28.35% 

-2.99% 

16.370h 
12.46% 

-7.%yo 
-23.85% 
-14.08% 
-32.20% 

-1.1 1% 

18.91% 
13.61% 

-7.53% 
-32.82% 
-13.37?h 
-64.08% 

4.51% 

-0.15% 

O.W? 
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Introduction 

Introduction and Oualifications 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Please state your name, position an 

My name is Randall Vickroy. I am a senior consultant for The Liberty Consulting Group 

(“Liberty”). My Liberty business address is: The Liberty Consulting Group, 65 Main 

Street, P.O. Box 1237, Quentin, Pennsylvania 17083. 

Have you prepared summaries of your background and qualifications? 

Yes, they are provided in Exhibit REV-1. 

usiness address. 

Mr. Vickroy, please describe your educational background and professional 

experience as they relate to the subjects of this testimony. 

I spent 12 years with a major Mountain States electric and gas utility, starting as a 

financial analyst in the corporate finance and planning department, and then became 

financial supervisor, director of analysis, business development manager, and assistant to 

the chief financial officer. My responsibilities included financial planning, capital 

acquisition, capital spending analysis and allocation, treasury operations, securitization 

financing, project financing, mergers and acquisitions, cash management, and investor 

relations. 

I have been consulting since 1991 on corporate finance and business issues in the 

electricity, natural gas, and telecommunications industries. During this time, I have 

provided consulting services to utility commissions and to companies in over 30 states 

and in three foreign countries. I received a Bachelor of A r t s  from Monmouth College 

with a major in business administration and a Masters of Business Administration degree 

from the University of Denver with an emphasis in finance. 
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Q. 
A. 

Q. 
A. 

Q* 
A. 

For whom are you appearing in this proceeding? 

I am appearing on behalf of the Arizona Corporation Commission (“ACC”) Utilities 

Division (“Staff”). 

What is the purpose of your testimony? 

My testimony provides a review, evaluation, and recommendations addressing cost of 

capital issues for the Arizona Electric Power Cooperative, Inc. (“AEPCO or the 

“Cooperative”) rate filing, as summarized in the Cooperative’s Schedules A-1 and A-2 for 

the test year ended December 31, 2011, as adjusted. Cost of capital issues include the 

cost of debt, business risk factors as they affect the cost of capital, financial coverage 

ratios such as Times Interest Earned Ratio (“TIER”) and Debt Service Coverage 

(“DSC”), equity ratios, and rating agency cash flow metrics and indicators. I will also 

discuss my evaluation of whether AEPCO’s cost of capital request provides adequate 

margins and debt coverage in light of business risks facing the Cooperative. 

Why has AEPCO requested a rate decrease in this filing? 
AEPCO has stated in its testimony that the Rural Utilities Service (“RUS”) requires it 

periodically to update its depreciation rates, and that ACC rules require a rate case before 

implementing any changes. AEPCO hired Black and Veatch to perform a depreciation 

study, which AEPCO presented, along with the testimony of Mr. Peter Scott. The 

depreciation study recommends an increase in depreciation rates, which the Cooperative 

offers as a primary reason for this rate case. AEPCO also requests a 2.92 percent rate 

decrease to reflect an anticipated net decrease in operating expenses that the Cooperative 

has projected in its adjustments to the test period. 

AEPCO’s financial results decreased markedly in 201 1. Net margin decreased from 

$9.50 million in 2010 to $1.86 million. AEPCO expects, however, that several changes 

will substantially affect its financial outlook in 2012 and beyond. The Cooperative has 

therefore adjusted its 201 1 actual results for items it believes reflect ongoing conditions. 

The largest items in recognition of which AEPCO has adjusted the 201 1 test year consist 
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of: (a) decreases in coal prices and coal transportation costs of almost $11 million, and 

(b) lower staffing costs of $2.3 million resulting from a 2011 reduction in personnel. 

New point-to-point transmission contracts with SWTC offset these cost decreases, 

producing additional costs of $6.2 million. Higher depreciation resulting from rates from 

the depreciation study would also serve to increase depreciation expense by $2.5 million 

annually. These changes and several smaller adjustments presented by AEPCO in the 

filing would produce the net expected impact of lowering expenses and increasing net 

margins by $4.6 million annually as compared to 201 1. AEPCO’s Schedule C-1 shows 

these changes. AEPCO has proposed a revenue decrease of $4.5 million, in order to 

offset the anticipated lower expense levels. The Cooperative projects about $1.95 million 

in annual net margins as a result. 

AEPCO Financial Results 

Q. 

A. 

How have APECO’s financial results and financial health metrics changed over the 

past five years? 

Exhibit REV-2 shows AEPCO’s realized DSC ratios in the 1.3 to 1.7 times range in each 

year from 2008 through 2010. These ratios comfortably exceed its mortgage document 

requirements. AEPCO’s 2010 DSC of 1.66 in 2010 declined to only 1.19 times in 2011 

with new, revised rates in effect. TIER levels exceeded two times for 2008, ran at 1.94 

times for 2009, and dropped moderately to 1.88 times for 2010. TIER levels then 

decreased significantly in 20 1 1 - to only 1.18 times. 

AEPCO’s equity ratio has increased from a very low level of 5 percent at the end of 2005 

to a robust 31.43 percent at the end of 2010, falling to 29.49 percent at December 31, 

201 1. 

AEPCO’s financial results and DSC and TIER covenant coverage ratios have 

deteriorated significantly in 201 1 , as compared to all other years since 2007. 
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Q. 

A. 

Q. 
A. 

What do AEPCO’s actual financial results in 2011 as filed, and its unaudited results 

for 2012 show? 

AEPCO’s Schedule A-2 reports actual net margins of about $1.86 million for the test 

year ended December 31, 2011. The DSC for 2011 was 1.19 times and the TIER was 

1.18 times, as shown in Schedule A-2 to Mr. Gary Pierson’s testimony. 

AEPCO’s filing projected that its adjustments for decreased coal costs, increased 

transmission expense, and other adjustments to operating expenses described previously 

would increase net margin to $6.5 million, DSC to 1.56 times, and the TIER to 1.70 

times. AEPCO forecasts that its rate decrease would reduce net margin to $1.96 million. 

AEPCO has recently provided its unaudited financial results for 2012. We believe them 

appropriate to consider in examining the rate request. AEPCO reports preliminary 

unaudited net margins of about $5.1 million for the year ended December 31,2012. The 

DSC for 2012 based on preliminary results was 1.3 1 times and the TIER was 1.56 times. 

Please see Exhibit REV-2. 

Please explain the relevance of AEPCO’s actual financial results in 2011 and 2012. 

201 1 was the first year new rates took effect following AEPCO’s last rate case. Rates 

were set based on a target DSC of 1.32 times. However, AEPCO only realized a net 

margin of $1.86 million and a DSC of 1.19 times under its new rate levels. The 

experienced “attrition” in realized returns is a relevant consideration in evaluating the 

business risk of AEPCO, when new rates become effective. AEPCO experienced better 

results in 2012, because it realized lower coal expenses and staff reduction benefits. 

These benefits were not in 2012 yet offset by AEPCO’s proposed increased depreciation 

expense and proposed increased transmission charges fiom Southwest Transmission 

Cooperative, Inc. (“SWTC”). 
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Q- 
A. 

Q. 

A. 

Please explain the relevance of AEPCO’s financial health ratios and metrics. 

The DSC, TIER, and equity as a percent of total capitalization comprise primary financial 

ratios and indicators of AEPCO’s financial health under RUS loan documents. The 

Cooperative’s RUS mortgage agreement debt covenants and other loan and credit 

agreements require both a DSC and a TIER of at least 1.0 times in two of three 

consecutive years. Exhibit REV-2 provides the Company’s DSC, TIER, and equity ratio 

for each year from 2008 through 2012 (2012 is unaudited), as reported in the RUS 

Form 12. 

We consider the DSC and credit rating cash flow ratios more important than the TIER. 

Generation & Transportation (“G&T”) cooperatives such as AEPCO most often use the 

DSC to set margin levels. The DSC takes into account cash flow items (such as 

depreciation and principal payments), and provides a better indicator of a cooperative 

generation enterprise’s production of sufficient cash to meet its interest and principal 

requirements. 

What results has AEPCO experienced with respect to ratios relevant to credit 

ratings? 

Exhibit REV-2 provides AEPCO’s credit cash flow metrics for 2008 through 2012. The 

ratio of funds fiom operations to interest on long-term debt (“FFOhterest”) for the 

three-year period fiom 201 0 and 2012 averaged 2.34 times. This result placed AEPCO in 

the middle of Moody’s Investors Service (“Moody’s’’) range for “A” rated G&Ts. Funds 

from operations to total debt ratio FFO/Debt for the most recent three-year period 

averaged 6.48 percent. This result placed AEPCO at the lower end of the range for “A” 

level rating criteria. These cash flow metrics offer important measures of the recent, 

historical cash flow adequacy used by the credit rating agencies. 
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Q. 

A. 

How has AEPCO calculated its proposed rate decrease of 2.92 percent with respect 

to financial ratios? 

AEPCO based its requested rate change upon a targeted DSC of 1.32 times for the test 

year, after considering its proposed adjustments. This target DSC uses the coverage level 

allowed by the preceding rate Order in 2010. The requested rate decrease would result in 

a corresponding TIER of 1.21 times, and produce calculated net margins of about $1.96 

million annually. See Schedule A-2 to the testimony of Gary Pierson. AEPCO has also 

estimated that the reduction in rates would increase equity from 30.3 percent at December 

3 1, 201 1, to 32.4 as a percentage of capitalization. AEPCO would retain the $2 million 

margin in its equity capital, and reduce its long-term debt by $16.6 million in 2012. 

AEPCO Cost of Debt 

Q* 
A. 

Q. 

A. 

Please summarize AEPCO’s calculations of its cost of debt. 

AEPCO’s Schedules D-1 and D-2 calculate long-term debt and interest for the end of the 

test year at December 31, 2011, and for the end of the projected year at December 31, 

2012. AEPCO includes: (a) $216.7 million of long-term debt having an average rate of 

4.87 percent, and (b) $3.7 million of short-term debt at 3.77 percent for the test year of 

201 1. Schedule D-1’s cost of debt summary for AEPCO produces a composite rate of 

4.79 percent on $220.5 million of total debt outstanding. 

Does AEPCO expect its long-term debt to change significantly following the 2011 

test period? 

Yes. AEPCO projects that in 2012 long-term debt will be reduced to $200.1 million, and 

have an average rate of 4.62 percent. AEPCO expects a net reduction in long-term debt 

of about $16.6 million. The biggest change in long-term debt between the two years 

would come from a 2012 payoff of $15.1 million of 7.74 percent Central Bank for 

Cooperatives debt. AEPCO projects annual interest on long-term debt to decrease from 

$10,546,622 for the test period ended December 31, 201 1, to $9,238,437 for 2012. The 

reduction in the long-term debt interest results from having $16.6 million less of long- 

term debt outstanding, and from reducing long-term debt’s average rate from 4.87 percent 
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to 4.62 percent. Removal of the higher-cost debt with Central Bank for Cooperatives is 

the primary source of this change. 

AEPCO expects its long-term debt at the end of 2012 to consist primarily of Federal 

Financing Bank (“FFB”) debt, which would account for about $157.2 million (over 78 

percent) of long-term debt outstanding. AEPCO also estimates that it will have long-term 

debt of $30.0 million outstanding at December 3 1,2012, with the National Rural Utilities 

Cooperative Finance Corporation (“CFC”). AEPCO also anticipates CFC Series 1994A 

bonds totaling $12.8 million. 

Q. 
A. 

Q* 

A. 

Has AEPCO requested the inclusion of short-term debt in the capital structure? 

Yes. AEPCO had at the end of the test year on December 31, 2011, $3.7 million 

outstanding on its $25 million credit facility with CFC. AEPCO included this short-term 

debt amount in its cost of debt calculation. This debt has an interest rate of 3.77 percent. 

AEPCO’s underlying rationale in including short-term interest in the cost of capital is 

that a similar level of short-term debt will be required to fund the various working capital 

needs in 2012. This rationale is reasonable for the cost of debt calculation, and its 

inclusion results in a lower composite cost of debt. 

What is your evaluation of AEPCO’s requested cost of debt as presented in 

Schedules D-1 and D-2? 

Year-end 2012 information is now available. AEPCO should therefore use updated cost 

of long-term and short-term debt information (as of December 31,2012) to calculate the 

cost of debt. The Cooperative’s projections should cause the cost of debt to fall by 

approximately 25 basis points, were it to use the latest information available. 
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Q. 

A. 

Q- 

A. 

AEPCO Return Requirements 

Please explain your method for estimating AEPCO’s cost of capital and coverage 

requirements. 

I have evaluated AEPCO’s cost of capital and coverage requirements based on risk 

evaluation techniques used by the credit rating agencies, and I have considered AEPCO’s 

specific business situation as well. The rating agency techniques include both 

quantitative criteria based on financial metrics and qualitative criteria associated with the 

business risks of G&T cooperatives. The financial credit metrics provide a quantitative 

foundation for the financial results required to achieve a solid investment grade rating. I 

then factored in qualitative criteria also used by the rating agencies to evaluate the 

business risks specific to AEPCO. 

Using both the quantitative and qualitative risk factors, I then evaluated the request for 

rate levels based on a target DSC coverage ratio. The DSC ratio is preferred for use in 

evaluating G&Ts’ financial strength, because it takes into consideration cash 
requirements and principal payments, which are substantial for most cooperatives. I 

considered AEPCO’s prospects as evaluated by the business risk criteria to determine 

whether the target return and coverage levels requested are reasonable and adequate. 

How do you define the required rate of return or cost of capital used to set rates for 

AEPCO? 

The determination of a coverage ratio to calculate AEPCO’s return requirements should 

produce financial results that will allow the Company to meet member power 

requirements, maintain financial strength, and raise capital fiom RUS, CFC, and capital 

markets, as necessary. A fhdamental principle of utility finance, whether the utility is 

investor-owned or a cooperative, holds that an enterprise must be able to attract capital at 

a reasonable cost in order to build and maintain its physical plant and to meet its public 

service obligations. The failure to maintain the financial integrity of a cooperative is not 

in the interests of either its members, as owners, or lenders. At a minimum, an entity like 

AEPCO must be afforded the opportunity not only of assuring its financial integrity to 
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attract additional capital as needed, but also of achieving margins and financial results 

commensurate with its risk profile. 

Q. 

A. 

Q. 

A. 

Please explain your basis for determining the appropriate risk parameters for 

AEPCO. 

The three major credit rating agencies: Moody’s Investors Service (“Moody’s’’), Standard 

and Poor’s (“S&P”), and Fitch comprise the established sources of evaluations of risk and 

credit standing. The rating agencies have similar criteria for evaluating the r isks of G&T 

cooperatives. Moody’s has refined its criteria for rating G&Ts, and has clearly defined its 

actual ratings and reasoning for electric G&T cooperatives. Most of the cooperatives 

rated by Moody’s are among the larger US.  G&Ts. Moody’s also rates a few medium 

and smaller-sized ones. 

AEPCO has not established a credit rating. However, I do use rating criteria that 

Moody’s and the other rating agencies have specifically designed for G&Ts, regardless of 

size. These rating agency criteria are appropriate for determining a reasonable 

expectation for financial metrics and results, provided that one adequately considers the 

specific business and financial risks of AEPCO. 

What primary factors do rating agencies consider important in assessing the risk of 

G&T cooperatives? 

The rating agencies’ analysis of U.S. electric G&T cooperatives focuses on five key 

rating factors. These factors encompass 14 elements or sub-factors considered central to 

assigning ratings in this sector. These rating factors include quantitative and qualitative 

measures for establishing the risk profile of a G&T cooperative. The five key factors and 

the Moody’s weighting of each factor follow: 

1. Financial Performance and Metrics (40 percent) 
2. Long-term Wholesale Power Supply ContractsRegulatory Status (20 percent) 
3. Rate FlexibilityRate Shock Exposure (20 percent) 
4. MembedOwner Profile (10 percent) 
5. Size (10 percent). 
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Financial performance and strength provide indicators of a G&T cooperative’s ability to 

meet its obligations, especially interest and debt service. The rating agencies analyze 

financial indicators and ratios over the most recent three-year period to measure the 

ability to cover fixed and variable obligations. They analyze the DSC and the TIER, 

recognizing that these two ratios have been used to measure minimum compliance with 

RUS loan documentation for many years, and provide a bare, minimum level of financial 

results that must be met. They also analyze cash flow indicator ratios. Specifically, 

funds fiom operations coverage of interest (“FFO/Interest”) and funds from operations 

coverage of debt (“FFODebt”). These ratios are most important to the rating agencies, 

because they provide insight into the amount and quality of a cooperative’s cash flow and 

its ability to service its debt. The rating agencies also evaluate cooperative equity as a 

percentage of total capitalization, to determine how much flexibility exists on the balance 

sheet to absorb unexpected events and losses. These five financial ratios comprise the 

primary quantitative determinants of the risk profile for G&T cooperatives. Together, 

these ratios account for 40 percent of the weighting in rating agency evaluations. 

Moody’s notes that it may score companies higher or lower than its historical results if 

they expect future, significant changes in financial performance. Exhibit REV-3 includes 

ranges that correspond to an “A” credit rating for each of the five metrics. An “A” rating 

comprises the average for rated G&T cooperatives that use their ratings to access capital 

markets. 

Q. 

A. 

What qualitative credit rating criteria make up the remaining 60 percent of the risk 

evaluation? 

The remaining four criteria categories used to develop risk profiles account for 60 percent 

of the evaluation, and they exhibit a more qualitative nature. One should recognize that 

long-term wholesale power supply contracts between G&T cooperatives and their 

members can provide the G&Ts with a high degree of assurance that costs and capital 

investment can be recovered in rates charged to the members. Most of these wholesale 

contracts require the member cooperatives to purchase all or virtually all of their power 

supply fiom the G&T. The members must also pay their pro-rata portion of the G&T’s 
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fixed ~d variable costs. A higher percentage of capacity and energy sold to members is 

considered less risky than outside wholesale contracts or other sales to non-members. 

Regulatory status also comprises part of this ratings factor. Arizona is one of 10 states 

that has regulatory jurisdiction over cooperative rates. Regulatory control over the rate 

setting process is considered by the rating agencies to give a cooperative less discretion to 

raise or lower rates if needed. 

Rate flexibility and rate shock exposure forms another credit factor related to 

competitiveness and cost recovery efficiency. 

New-build exposure is a primary consideration that rating agencies measure. It is 

becoming increasingly important in assessing G&T business risk. A larger construction 

program is considered to pose negative credit risk. The issuance of increased debt to 

finance the program increases risk. Cost competitiveness comprises another factor 

gaining more emphasis recently. Cost competitive cooperatives are viewed more 

favorably, because they have greater flexibility to raise rates and absorb rate shock as 

costs rise or to build equity capital to levels that would cover operational problems. 

The timing and extent to which a G&T cooperative can increase rates is influenced by 

how active its Board of Directors has historically been regarding rate actions. Fuel and 

purchased-power adjustment mechanisms are viewed favorably, especially under shorter 

recovery deferral lengths. The degree of reliance on purchased power comprises another 

credit factor. Heavy reliance on purchases indicates higher exposure to price volatility. 

Member profiles measure the degree of a G&T’s residential sales (considered less risky) 

by its member systems. The consolidated member’s equity capital as a percentage of 

capitalization is also considered in determining the strength of members. 

A size factor applies also, measured by megawatt-hour sales and by net property, plant, 

and equipment. The rating agencies believe that megawatt-hour sales comprise important 
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Q. 

A. 

indicators of economies of scale. They also believe that possessing a greater asset base 

may be beneficial if the G&T can benefit from having a larger pool of assets and a more 

diverse source of fuels to operate the generation assets that it owns. Lower asset 

concentration in generating plants is considered preferable due to the risk of extended 

outages and replacement power costs. 

Please explain how you analyzed the rating agency targets for financial metrics to 

apply to AEPCO. 

I used Moody’s financial metrics for electric G&T cooperatives to determine the financial 

criteria for an “A” credit rating. An “A” credit rating would allow access to capital 

markets other than the RUS, which likely will be needed by AEPCO in the fbture. 

AEPCO’s small size and the fact that it has not accessed capital markets to date would 

require a strong credit profile to be able to access these markets, as the Cooperative 

recognizes. Moody’s has published for each rating level a range for each of the five key 

financial metrics for G&Ts discussed earlier. Exhibit REV-3 provides the ranges of 

financial metrics that qualify for the “A” rating level, as documented by Moody’s. 

Please note that the exhibit’s values for the mid-points of the “A” rating category for the 

financial metrics generally lie close to the pro forma results of AEPCOs rate request 

target. AEPCO’s 3-year averages for the financial ratios from 2010-2012 also compare 

favorably. The rating mid-point for DSC coverage, for instance, falls at 1.30 times. 

AEPCO has requested a coverage of 1.32 times. Based solely upon historical, 

quantitative metrics, AEPCO has produced financial results that could qualify it for an 

investment-grade credit rating. The financial metric qualifications in total comprise 40 

percent of the evaluation. 

We must hesitate, however, because where AEPCO lies with regard to several qualitative 

factors and in light of its business risks accounts for 60 percent of the evaluation; ie., 

these factors carry more weight than the history-based ratios. 
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Q. 
A. 

Q. 

A. 

How do the quantitative factors influence the analysis of AEPCO’s risk profile? 

The financial metrics provide a quantitative basis for determining AEPCO’s risk profile. 

We have determined that the financial targets included in its rate request, if they were to 

be realized over a period of years, would probably qualify AFiPCO for an investment- 

grade credit rating and the ability to access capital markets. Moody’s gives a 40 percent 

weight to the financial metrics and 60 percent to the remaining four rating factors. I 

should note here that non-financial metrics, or qualitative, ratings factors to be discussed 

often tend to have an overriding influence on whether an enterprise can actually realize 

the targeted returns and ratios included in rate filings, and on overall business risk. This 

is especially true in the case of AEPCO. 

What is your evaluation of AEPCO with regard to member contracts and 

regulatory status? 

AEPCO has higher risk with regard to the qualitative considerations concerning long- 

term wholesale power supply contracts and regulatory status. The Company currently 

has all 555 MW of capacity at its Apache station committed to members under long-term 

requirements contracts through 2035. That commitment would generally be considered a 

strongly positive factor. However, AEPCO sells almost 90 percent of its capacity and 

energy to three partial requirements members. These partial requirements members 

individually plan for and acquire incremental resources above their contractual 

commitments regarding capacity and costs associated with AEPCO’s generating assets. 

The partial requirements customers also control the acquisition of their energy needs on a 

daily basis, and also are not currently in AEPCO’s system control area. The partial 

requirements members’ contractual rights, past actions to plan for their own incremental 

electric resources, and their dispatch scheduling for their energy needs above minimum 

requirements adds for AEPCO substantial business risk above that typical of G&Ts with 

all-requirements contracts. 

AEPCO is also rate-regulated by the ACC, which Moody’s considers a negative factor 

for purposes of business risk and credit ratings. The combination of AEPCO’s partial 



, 
I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

1s 

20 

21 

22 

22 

24 

2: 

2t 

27 

21 

25 

3( 

I 

Direct Testimony of Randall Vickroy 
Docket No. E-01773A-12-0305 
Page 14 

requirements member wholesale contract status and regulatory status would place 

AEPCO below investmen! grade levels for these categories, which is a significant 

negative ratings factor. 

Q. 

A. 

Please explain the rate flexibilityh-ate shock qualitative factors as they relate to 

AEPCO. 

The rate flexibility/rate shock factors also indicate higher levels of risk for AEPCO. Two 

of the rate-flexibility categories would place AEPCO in Moody’s “Ba’, category or lower; 

i.e., in a high-risk category. These two factors consist of the new construction build 

exposure and rate competitiveness categories. These factors bring high levels of risk for 

AEPCO, and must be considered as important to not only the Cooperative’s business risk 

measures, but also to future prospects of the entity as an economic source of capacity and 

energy to its membedowners. 

The EPA’s recent ruling regarding environmental compliance requirements for AEPCO’s 

two coal-fired units at the Apache station have greatly increased the risk of new-build 

exposure relative to the existing asset base. This factor is crucial because G&T 

cooperatives largely finance new capital investment with debt and rely upon rate 

increases to service the debt. AEPCO faces the prospect of at least $190 million of 

capital expenditures to meet EPA requirements over the next 3 to 5 years. This would 

almost double the Company’s fixed assets and rate base, and impose the need for a 

substantial increase in rates. AEPCO estimates the amount of that increase to be 18 

percent or more, considering the new EPA expenditures alone. The “construction build” 

exposure that AEPCO faces is major’ presenting a business risk factor that we view as in 

the “high risk” category. 

The consideration of rate competitiveness and the potential for rate shock exposure also 

fall in the high risk category for AEPCO. The Company’s rates, as compared with other 

regional utilities, are currently high. Its member rates significantly exceed those of 

Tucson Electric Power Company, Arizona Public Service Company and Salt River 
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Q* 
A. 

Project for both the residential and large power categories. Board of Director 

presentations in 2010,201 1 and 2012 observe this factor. Assessing the potential for rate 

shock exposure is important for AEPCO. AEPCO’s rate shock exposure is very high 

because the EPA compliance requirements greatly increase this risk. 

The Cooperative’s low percentage of purchased power as compared to total supply 

addresses another factor of importance in determining credit risk. AEPCO’s 

comparatively low reliance on purchased power comprises a positive ratings factor 

currently. However, the diminishing competitiveness of Apache may increase purchases. 

Lower natural gas pricing has caused regional electric prices to drop significantly in the 

recent past; this trend is expected to continue. 

What is your evaluation of the other qualitative business risk factors? 

The rating agencies also consider the risk of member cooperatives; G&Ts have close and 

encompassing ties to their members through purchase contracts. The membedowner 

profile risk factors include system residential sales as a percentage of the total. The 

AEPCO members have a residential sales factor below average for G&Ts nationally, 

according to RUS Key Performance Indicator comparisons. This factor taken alone 

would seem to be negative for AEPCO. A moderating factor arises from the 

comparatively small percentage of industrial revenue (considered more risky) among 

AEPCO’s members. This risk factor therefore becomes neutral for AEPCO. The equity 

capitalization of AEPCO’s members comprises another risk measure. The below-average 

(again measured by RUS performance indicators nationally) equity percentages of 

AEPCO’s members produce a negative influence. 

Size also weighs against AEPCO, for both megawatt-hour sales and net property plant 

and equipment. AEPCO is only a fraction of the size of most G&T companies by these 

measures. 
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Q. 

A. 

Q. 
A. 

What is your overall evaluation of the non-financial business risk and rating 

factors? 

The non-financial rating factors combine to give AEPCO very high levels of risk. This is 

true for many of the metrics to which Moody’s assigns the majority of the weighting (60 

percent) in evaluating overall G&T risk. The construction build risk is quite high. 

AEPCO faces over $190 million in estimated EPA compliance capital expenditures, 

which would almost double its rate base. AEPCO’s rate competitiveness risk is also high. 

The Company’s rates are already high by regional standards, and its coal-fired generating 

units have become less competitive versus the market due to lower natural gas prices. 

The partial requirements status of almost 90 percent of member requirements has caused 

operational issues and general member unrest. These factors cause substantial risk 

compared to G&Ts relying on all-requirements contracts. AEPCO’s purchased power as 

a percentage of supply resources is low currently, but could increase. Member residential 

sales percentages and member equity capitalization produce moderately negative factors. 

The Cooperative’s small size by megawatt-hour sales and asset base and its concentration 

of assets at the Apache site also create negative business risk factors. Overall, the 

qualitative business risk factors place AEPCO in a high risk category. 

Does Moody’s include other factors of consequence for AEPCO? 

Yes. Moody’s includes an appendix to its G&T rating guidelines. These “Key Rating 

Issues Over the Intermediate Term” are specific to the types of events and future 

challenges that can have a strong effect on the business risk of a G&T cooperative. 

Moody’s emphasizes three key issues: global climate change and environmental 

awareness, large capital expenditures and rising costs for new generation and 

transmission, and larger rate increases that may test members’ willingness to raise rates. 

The first issue relates to the greatly increasing environmental expenditure estimates 

among G&Ts with significant coal-fired generation. Such expenditures are likely to 

continue to increase with the imposition of new and sometimes uncertain requirements 
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with respect to carbon emissions. This issue applies directly and strongly to AEPCO and 

the environmental expenditures that it faces in the future, which constitute a crucial and 

highly negative business risk factor. 

The second key issue of large capital expenditures and rising costs is also highly relevant 

to AEPCO. Potential construction programs such as those that face the Cooperative will 

be challenging to execute on a timely and cost-effective basis. 

The third issue, larger rate increases that may test members’ willingness to raise rates, is 

also highly applicable to AEPCO. High levels of capital expenditures such as those faced 

by the Cooperative would put substantial upward pressure on AEPCO’s already high rate 

levels. The Cooperative has recognized in public statements regarding the EPA 

environmental requirements the negative impact that such requirements would have on 

end users. 

We have already considered these three issues in our evaluation of qualitative business 

risks (discussed above). However, the emphasis placed on these issues as “overriding 

evaluative factors” gives them additional focus in evaluating AEPCO’s business status. 

Q= 

A. 

Do you believe that AEPCO has substantially greater business risk than at the time 

of its last rate case in 2010? 

Yes. The vast challenge of the EPA requirements and the capital expenditures that they 

entail has arisen within the past year. This crucial challenge and risk factor was not 

considered in the Cooperative’s 2010 rate case. 

AEPCO’s generation has also become less competitive in the last few years. The 

Company has negotiated decreases in its coal contracts and rail transportation rates, but 

those positive developments have been offset by steeply declining natural gas prices, 

which have contributed to a fundamental change in the relationship of coal and gas-fired 

energy prices. The large amount of efficient combined cycle gas-fired capacity in the 



4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 

3c 

31 

32 

32 

Direct Testimony of Randall Vickroy 
Docket No. E-01773A-12-0305 
Page 18 

region has made this resource extremely competitive with some base load coal plants. 

This change has had a significant impact on the operations of the Apache coal units, 

which are now being used less frequently. The long-term economic viability of some 

coal-fired units has become uncertain over the past few years as a result, a crucial 

consideration that AEPCO must deal with in the future. 

Rate Suffciencv 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Do you believe that AEPCO’s requested target DSC ratio of 1.32 will provide 

sufficient returns in the environment that you have described? 

No. AEPCO is requesting the same target DSC ratio of 1.32 as approved in the previous 

rate case Decision. AEPCO’s business situation and challenges have changed 

substantially. A DSC of 1.32 would require a rate decrease. Staff does not support a rate 

decrease. 

Please explain why Staff does not support a rate decrease. 

Staff believes that a rate decrease would not result in sufficient margins or coverage 

ratios. The request for a rate decrease is questionable for several reasons: 

1. The Cooperative faces much greater business risk due to EPA environmental 
mitigation requirements that could almost double its rate base. 

2. AEPCO has high costs and rate levels that could increase significantly with its 
high “construction build” situation. 

3. Its key generation resources have become less competitive with market 
generation sources and now have uncertain long-term economic viability. 

Does Staff recommend a rate decrease at this time? 

No. We have explained above that AEPCO faces extremely challenging business and 

economic risks. The nature and level of these risks make even the higher end of a normal 

DSC range (1.20 to 1.50) insufficient. The high-risk situation that AEPCO faces justifies 

the consideration of DSC ratios well above 1.50. Yet, it would only take a DSC of 1.56 
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(only marginally out of this normal range) to eliminate AEPCO’s proposed rate decrease 

of $4.5 million entirely. Under the circumstances, leaving rates at present levels is a 

prudent course. 

Q. 

A. 

Q. 
A. 

Please summarize your reasons for recommending that AEPCO not decrease its 

rates at this time. 

AEPCO faces great challenges and an uncertain business environment, which threatens 

its long-term economic viability and ability to provide competitively-priced electric 

supply resources to its members. AFiPCO should not consider reducing its rates until the 

crucial challenges that face the Cooperative, especially the EPA requirements and the 

long-term economic viability of the Cooperative’s generation resources, are fully 

evaluated and the future path charted. The huge uncertainties and risks that face the 

Cooperative on a going-forward basis should preclude a rate decrease for AEPCO at this 

time. 

In addition, a rate decrease at this may cause a substantial increase in rates in the future, 

in order to take care of the challenges discussed above. A large increase in rates in the 

future would be contrary to the concept of gradualism. 

Does this conclude your direct testimony? 

Yes, it does 
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Randall E. Vickroy 

Areas of Specialization 

Mr. Vickroy has over 30 years of experience in the utility industry, including 20 years as a 
management consultant. He has managed and performed numerous high-level consulting 
assignments at companies and utility commissions in over 35 states. His areas of expertise 
include corporate finance and treasury, investment and liability management; capital markets and 
financing vehicles; utility industry restructuring; utility rates and pricing; holding company lines 
of business and utility insulation; strategy and planning issues; asset valuations and decision- 
making; energy supply procurement; energy supply economics; commodity risk management; 
capital and expense budgeting and forecasting; corporate resource allocation; and financial and 
economic analysis. 

Relevant Experience 

Management and Operations Audits 

Lead Consultant on financial management, strategic planning, capital and expense budgeting, 
electrical energy and capacity purchases and hedging on Liberty’s management and operations 
audit of the electricity and natural gas businesses of Interstate Power and Light and Alliant 
Energy for the Iowa Utilities Board. 

Lead Consultant on financial management, planning, capital and expense budgeting, electrical 
energy and capacity purchases and hedging on Liberty’s management and operations audit of the 
electricity and natural gas businesses of Iberdrola SA/Iberdrola USARVYSEG and RG&E for the 
New York Public Service Commission. 

Lead Consultant on electrical energy and capacity purchases and sales, hedging policies and 
operations, and capital budgeting on Liberty’s management and operations audit of the 
electricity, natural gas, and steam operations of Consolidated Edison for the New York Public 
Service Commission. 

Lead Consultant for Liberty’s audit of East Kentucky Power Cooperative, which included 
examinations of governance, planning, finance and budgeting. Liberty performed for the 
Kentucky Public Service Commission an examination of governance at the generation and 
transmission cooperative serving 16 distribution cooperatives across the state. This study came in 
the wake of significant financial difficulties and also assessed planning, budgeting, financial, and 
risk functions and activities. 
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Lead Consultant in Liberty’s comprehensive analysis of the ratemaking implications of 
Commonwealth Edison’s Chicago electric service outages for the Illinois Commerce 
Commission. Responsible for investigating and analyzing ComEd’s capital budgeting, resource 
allocation, project management, expenditure levels and rate base impacts over 10 years for 
operations leading up to and in response to the outages. 

Lead Consultant on capital expenditure and operating expense benchmarking, capital and 
expense budgeting, and financial projections included in the restructuring plan for Northwestern 
Energy - Montana. Liberty performed a management and operations review of the electric and 
natural gas businesses of Northwestern - Montana following the bankruptcy filing of the utility 
holding company. 

Team leader for the review of the New York Power Authority’s (NYPA) profitability, financial 
reporting, rate competitiveness, pricing policies, power plant economics and economic 
development programs in two separate management audits for the state of New York. N W A  is 
the largest generator and carrier of power in New York, providing over 25 percent of the 
electricity sold. 

Led the review of finance, cash management, budgeting, and rates in a comprehensive 
management audit of Southern Connecticut Gas (SCG) for the Connecticut Department of Public 
Utility Control (DPUC). Responsibilities included operational audits of all finance, regulatory, 
pension and budgeting processes of SCG. 

Led the review of the finance, cash management, budgets, pension, accounting and rate functions 
in a comprehensive management audit of Connecticut Natural Gas (CNG) for the Connecticut 
DPUC. Work also included a focus on the financial impacts of CNG’s non-regulated businesses, 
which includes a large steam system in downtown Hartford. 

Led the review of the finance, cash management, budgeting, pension, rates, and tax functions in a 
comprehensive management audit of Yankee Gas for the Connecticut DPUC. Evaluation 
included an in-depth analysis of the effectiveness of Yankee’s capital and expense budgeting 
processes and the integration of market and competitive components into these processes. 

Led the review of the finance, pension, regulatory and accounting functions in a management 
audit of United Cities Gas for the Tennessee Regulatory Authority. Responsibilities included a 
review of all financial functional areas, as well as a review of the impact of all affiliate 
transactions between the regulated and non-regulated businesses. 

Consultant on Liberty’s management audit of GTE South - Kentucky for the Kentucky Public 
Service Commission. Responsible for the analysis of the financial management of GTE as it 
relates to the operation of its GTE South subsidiary. 
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Lead Consultant in Liberty’s management audit of Bell Atlantic - Pennsylvania and Bell Atlantic 
- District of Columbia for their respective commissions. Responsible for reviewing Bell 
Atlantic’s capital structure, finance and controller functions, financial systems, and treasury 
operations. 

Energy Supply and Fuel 

Lead Consultant in examining purchased power, off-system sales and generation modeling in 
Liberty’s project evaluating the fuel and power procurement and fuel recovery mechanisms of 
Arizona Public Service for the Arizona Corporation Commission. Responsibilities also included 
the preparation and submittal of testimony for the regulatory dockets on these issues. 

Lead Consultant for Liberty’s audit of Arizona Electric Power Cooperative for the Arizona 
Corporation Commission. Responsibilities included reviews of fuel procurement and 
management, bulk electricity purchases and sales, power plant management, operations and 
maintenance, energy clause design and operation, and other issues affecting the prudence, 
reasonableness, and accuracy of costs that pass through the fuel and energy clause. 

Lead Consultant for an audit of Southwestern Public Service for the New Mexico Public 
Regulation Commission that included a management review of the prudence of SPS’ transactions 
under the fuel clause and a review of purchased power and energy supply economics. 

Lead Consultant for evaluating the fuel forecasting models and methods utilized by Nova Scotia 
Power Company in the development of a fuel adjustment clause mechanism for the company, 
working for the Nova Scotia Utility and Review Board (UARB). Assessed NSPI’s simulated 
production dispatch model and several ancillary models that include the impact on fuel expense 
of hedging and ancillary fuel costs. 

Lead Consultant for evaluating the electric supply of Mississippi Power for the Mississippi 
Public Service Commission. Responsible for assessing the Southern Company intercompany 
interchange agreement, related system operations, power pool purchases and sales and 
pricin ghilling. 

Lead Consultant for evaluating the electric supply of Entergy-Mississippi for the Mississippi 
PSC. Responsible for assessing the Entergy interchange agreements, power pool purchases, 
electric supply solicitation processes and analysis and pricinghilling. 

Lead Consultant for an audit of the gas cost adjustment clauses of Questar for the Public Service 
Commission of Utah. Responsible for assessing all gas purchase contracts, purchases from 
affiliate production companies and the financial and credit effects of the gas purchase contracts. 

Lead Consultant for evaluating the economic dispatch operations, electric purchases and sales, 
Independent Power Producer contracts and power imports of Nova Scotia Power Company in a 
rate case context, working for the Nova Scotia UARB. 
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Lead Consultant for an audit of the gas cost adjustment clause of CenterPoint Energy for the 
Minnesota Public Utilities Commission. Responsible for assessing all gas purchase contracts, 
unbilled revenue impacts and a financial restatement of gas costs by the company. 

Prepared, filed and provided testimony regarding a large biomass purchased power agreement of 
Nova Scotia Power Company, working for the Nova Scotia UARB. Testimony included the 
evaluation of financial risks, credit rating impact, and contract terms as they would affect NSPI. 

Provided in-depth analysis and direct counsel to Commissioners regarding proposals of merchant 
power companies to build 550 MW power plants and sell all electric output to Mid-American 
Energy, working for the Iowa Utilities Board. Evaluations included the assessment of financial 
risks, credit rating impact, economics versus company ownership and contract terms as they 
would affect Mid-American. 

Led the consulting and monitoring of contracting for electric supply by Western Massachusetts 
Power following the sale of its generation assets under electric deregulation. 

Project Leader for the evaluation of electric supply alternatives for Orlando Utilities. 
Responsible for evaluating electric generation economics, electric purchases and sales, 
independent power producer contracts, regional market opportunities and transmission paths 
available. 

Mergers and Acquisitions 

Lead Consultant for Liberty’s audit for the Virginia State Corporation Staff of Potomac Edison’s 
distribution system transfer to two cooperative systems. Liberty examined the public interest, 
financial, rates and energy supply questions associated with the transfer by Allegheny Energy’s 
utility operating subsidiary (Potomac Electric) of all of its electricity distribution operations 
business and facilities in Virginia to two rural electric cooperatives. 

Served as Liberty’s lead consultant in evaluations and testimony regarding the acquisitions of 
TXU (Texas), UniSource (Arizona) and Portland General Electric (Oregon) by leveraged buyout 
entities. Responsible for assessments of utility financial insulation and ring fencing, holding 
company leverage levels and credit rating impacts, governance, service reliability, access to 
information, and community presence issues. 

Lead Consultant for the New Hampshire Public Utilities Commission in the evaluation and 
negotiation of approval terms for the spin-off and merger of Verizon’s New England wireline 
businesses with Fairpoint Communications. Responsible for the review and evaluation of the 
merger transaction, the financial viability of the merged entity, financial forecasts, credit ratings, 
access to capital, debt covenant approval and tax implications. 
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~ Lead Consultant for financial issues in a focused review of the ExelodPSEG merger for the New 
Jersey Board of Public Utilities (BPT-J). Responsible for defining and evaluating the financing, 
credit rating, liquidity facility, and market risk exposures of PSE&G’s utility operations to risks 
of Exelon’s nuclear generating business. 

Rates and Regulatory 

Lead Consultant for financial issues in Liberty’s benchmarking study of Arizona Public Service 
Company for the Arizona Corporation Commission. Responsible for designing and 
implementing the financial evaluation and industry benchmarking of APS’ financial 
performance, cash flow metrics, financial risk measures and credit ratings. 

Prepared and filed Liberty’s direct testimony addressing rate of return, cost of capital and target 
debt coverage rates in the 2010 rate cases of Arizona Electric Power Company and Southwest 
Transmission Company for the Arizona Corporation Commission. 

Project Manager for the development and implementation of regulatory financial systems and 
models for deregulated ratemaking at Pacific Gas and Electric Company. The project involved 
developing regulatory strategy, California Public Utilities Commission earnings monitoring 
models, data bases, analytical models and reporting for all regulatory requirements of PG&E’s 
regulated businesses. 

Project Leader for Liberty’s evaluation of cost of capital issues for a Yankee Gas rate case for 
the Connecticut DPUC. Scope of work included the analysis of the cost of equity and debt, 
capital structure, and short-term debt positions of all parties and participation in hearings and 
drafting of the Staff recommendations regarding Yankee’s cost of capital. 

Prepared and filed Liberty’s direct testimony specifically addressing pension expense and 
prepaid pension assets in rate base in the 201 1 gas rate case of Nova Scotia Power Company for 
the Nova Scotia UARB. 

Prepared and filed direct testimony specifically addressing pension expense and prepaid pension 
assets in rate base in the 201 1 gas rate case of Xcel Energy - Colorado for the Staff of the Public 
Utilities Commission of the State of Colorado. 

Led Liberty’s development of a framework and strategy to resolve all electric industry 
restructuring issues between the State of New Hampshire, Public Service Company of New 
Hampshire, and the New Hampshire Public Utilities Commission. Project included assessment 
and valuation of all key assets and development of a disposition strategy for all generation assets, 
contracts and obligations. The project also included the assessment of alternative rate paths; 
planning for the securitization and recovery of stranded costs; and the development of provisions 
for power supply purchases during a transition period. 

Lead Consultant in Liberty’s financial audit for ratemaking purposes of Verizon New Hampshire 
(VNH) for the New Hampshire Public Utilities Commission. Responsible for a broad and 
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comprehensive analysis of the financial status of VNH, including an audit of the books and 
records of the Verizon parent, in order to assist the commission in determining rate base, rates of 
return and appropriate adjustments for the test year. 

Lead Consultant in Liberty’s review of the financial integrity and earnings of Verizon New 
Jersey’s (VNJ) rate regulated and competitive businesses for the New Jersey BPU. Responsible 
for the financial evaluation of VNJ’s earnings, capital structure, rates of return, dividend policies, 
credit ratings, financial reporting, SEC reporting, and BPU surveillance reports. 

Team Leader in providing consulting assistance to Kentucky Utilities (KU) in preparing its 
initial application for implementing an environmental surcharge. Responsibilities included 
analyzing legislation, analysis of capital expenditures, analysis of KU’s Clean Air Act 
compliance plan, analysis of costs recoverable under the surcharge, and developing testimony, 
exhibits, special accounting systems, and rate tariffs. 

Project Leader for providing consulting assistance to Big Rivers Electric in preparing its initial 
application for implementing an environmental surcharge. Responsibilities included a review and 
evaluation of the economics of a major investment in a flue gas scrubber, analysis of Big Rivers’ 
Clean Air Act compliance plan, evaluating cost recoverable under the surcharge, and developing 
surcharge testimony, exhibits, accounting systems and rate tariffs. 

Utility Financial Insulation/Ring Fencing 

Lead Consultant for Liberty’s two separate, comprehensive affiliate relationships and 
transactions reviews of Duke Energy Carolinas for the North Carolina Utilities Commission 
staff, and one review for the Indiana Utility Regulatory Commission. Responsibilities included 
the review of the Duke Energy/Cinergy merger costs to achieve and merger savings, and the 
separation of holding company and utility financing, cash management and pension plans. 

Lead Consultant for the performance of Liberty’s audit and testimony for the Delaware Public 
Service Commission of the affiliate financial costs and risks borne by Delmarva Power, a 
member of the multi-state holding company, PHI. 

Lead Consultant for Liberty’s comprehensive review of affiliate relationships, holding company 
cost allocation, transaction review, and regulatory reporting and rate recovery for a major 
Northeastern utility holding company. Responsibilities included the review of the holding 
company organization and management, transactions with its utilities, cost assignment, and 
capital recovery techniques. 

Project Lead for Liberty’s review of affiliate relationships, treasury operations and lines of 
credit, holding company cost allocation, transaction review, and regulatory reporting and rate 
recovery of DelmarvaPHI Holdings for the Delaware PSC. Responsibilities included the review 
of the holding company organization and management, all financing and intercompany transfers, 
the review of transactions with its utilities, cost allocations, and regulatory reporting. 

Page 6 



Direct Testimony of Randall Viclaoy 
Docket No. E-0 1773A- 12-0305 

Exhibit REV- 1 

Leader for all financial areas in the review of affiliate transactions among Public Service Electric 
and Gas, its holding company parent, and the extensive diversified businesses of the holding 
company. Responsible for evaluating PSE&G’s consolidated finance functions to determine 
whether the financial integrity, flexibility, and cost of capital of the regulated utility had been 
adversely affected by the activities of diversified affiliates. Work included the review and 
analysis of the long-term financing, cash management, direct and indirect credit support 
mechanisms, investor relations, and all transactions between and among the affiliates. 

Lead for examining all financial issues in a pre-rate case audit of affiliate relations at Nova 
Scotia Power Company for the Nova Scotia UARl3. Responsibilities included the evaluation of 
financing vehicles, lines of credit, credit ratings, holding company structure, and financial 
impacts of the holding company on financing costs. 

Led the review of financial impacts and the effectiveness of insulation of the utility fiom parent 
and non-utility finances on Liberty’s management and affiliate transactions audit of 
Elizabethtown Gas (ETG), its new parent AGL Holdings and all affiliates for the New Jersey 
Board of Public Utilities. This project included detailed examinations of affiliate relationships, 
governance, holding company and financing and credit facilities and utility ring-fencing. Also 
reviewed were strategic planning, capital and expense budgeting and enterprise risk 
management. 

Lead Consultant for examination of financing and utility insulation on Liberty’s focused audit of 
NU1 Corporation and NU1 Utilities. This audit included a detailed examination of the reasons for 
poor financial performance of non-utility operations, effect of affiliate operations, including 
commodity trading on utility credit and finance, downgrades of utility credit beneath investment 
grade, and retail and wholesale gas supply and trading operations. The audit included detailed 
examinations of financial results, sources and uses of funds, accounting systems and controls, 
credit intertwining, cash commingling, and affiliate transactions, among others. Liberty’s 
examination included very detailed, transaction-level analyses of commodities trading 
undertaken by a utility affiliate both for its own account and for that of utility operations. 

Led the review of financial impacts and the effectiveness of insulation of the utility from parent 
and non-utility on Liberty’s focused and general management audit of NJR, New Jersey Natural 
Gas and afiliates for the New Jersey Board of Public Utilities. This project included detailed 
examinations of affiliate relationships, governance, financing and utility ring-fencing, 
compliance with New Jersey EDECA requirements for affiliate separation, protection of 
confidential information, non-discrimination against third-party competitors with utility 
affiliates, and other code-of-conduct issues. 

Led the review of financial impacts and effectiveness of insulation of the utility fkom parent and 
non-utility operations and finances on Liberty’s focused and general management audits of SJI, 
South Jersey Gas, and affiliates for the New Jersey Board of Public Utilities. This project 
included detailed examinations of affiliate relationships, governance, financing and utility ring- 
fencing, compliance with New Jersey EDECA requirements for affiliate separation, protection of 
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confidential information, non-discrimination against third-party competitors ivith utility 
affiliates, and other code-of-conduct issues. 

Led the evaluation of the financial relationships between Hawaiian Electric Industries and 
Hawaiian Electric Company for the Hawaii Department of Commerce and Consumer Affairs. 
The focus of the review was the credit and financial support provided by the utility company to 
the holding company and its diversified businesses. 

Led the review and analysis of corporate governance, financial relationships and affiliate 
transactions between Virginia Power and its parent, Dominion Resources for the Virginia State 
Corporation Commission. The review included an evaluation of all utility and non-utility 
financing, governance and economic impacts. The engagement was in response to a well- 
publicized dispute between the holding company and Virginia Power. 

Other 

Led the review and evaluation of the financial management practices of a major utility holding 
company. Engagement included an assessment of overall financial management and crisis- 
liquidity plans; strategic and business planning; asset valuations and their accounting impacts 
upon deregulation; independent power contract buy-downs; and rate reduction strategies. 

Led the evaluation and recommendation of strategic lines of business for a major municipal 
utility facing industry deregulation. 

Led the development of a strategic framework for the establishment and growth of non-regulated 
businesses for a major international electric holding company. 

Led the development, analysis, and recommendation of alternative electric generation and power 
resource strategies for a regional generation and transmission company in preparation for electric 
deregulation. 

Led the review and evaluation of all utility and non-utility financing, financial relationships, and 
affiliate transactions between a major utility holding company and its electric company 
subsidiary. 

Leader for all financial areas in the evaluation of the diversified businesses of a major utility 
holding company. Engagement determined the impact on financial integrity, financial flexibility, 
credit mechanisms, and the cost of capital of the substantially diversified businesses of the 
holding company. 

Led the development of an overall gas business strategy, capital asset allocation methods, 
financial analysis programs and gas main extension policy for a Midwestern combination utility. 
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- L h e  

Arizona Electric Power Cooperative, Inc. 
Computation of TIER, DSC, Equity Ratio and Rate of Return 

Sources: RUS Form 12 
Twelve Months Ended December 31,2008,2009,2010,2011 and 2012 
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Moody's Financial Marks for Electric G&T Cooperatives 
(40% ofEvahation) 

A 
A Rated Ranne 

B 
AEPCO 3-year Historical Average (201 0-2012) 

Funds From OperationdDebt (FFODebt) 6% - 10% 6.48% 

Funds From Operationdnteresl (FFOnnterest) 2.0X - 2.5X 2.34X 

Equityflotal Capitalization 20% - 35% 31.79% 

Debt Sem'ce Coverage (OSC) 1.2x - 1.4x 1.39X 

Times Interest Earned Ratio (TER) 1.2X - 1.4X 1.54X 

C o h  A fiomresponse to REV 1.6, " U S  Electric Generation & Transmission Cooperatives", Moody's Investors Service, December 2009 
Coiunn B calculated h m  the response to REV 5.1, AEF'CO h a ~ ~ i a l  results fbr 2008-201 2. 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Have you submitted Direct Testimony in this matter? 

Yes, I did. My direct testimony provided a review, evaluation, and recommendations 

addressing cost of capital issues for the Arizona Electric Power Cooperative, Inc. 

(“AEPCO” or “Cooperative”) rate filing, as summarized in the Cooperative’s Schedules 

A-1 and A-2 for the test year ended December 31, 2011, as adjusted. Cost of capital 

issues included the cost of debt, business risk factors as they affect the cost of capital, 

financial coverage ratios such as Times Interest Earned Ratio (“TIER’) and Debt Service 

Coverage (“DSC”), equity ratios, and rating agency cash flow metrics and indicators. I 
also discussed my evaluation of whether AEPCO’s cost of capital request provides 

adequate margins and debt coverage in light of business risks facing the Cooperative. 

What is the purpose of your surrebuttal testimony related to cost of capital? 

The purpose of this surrebuttal testimony related to the cost of capital portion of the 

AEPCO rebuttal testimony is to point out the significant points of the AEPCO, Mohave 

Electric Cooperative, Inc. (“Mohave”) and Trico Electric Cooperative, Inc. (“Trico”) 

rebuttal testimonies with which Liberty disagrees with or are inaccurate or incorrect. 

Please briefly describe the most significant points included in the AEPCO cost of 

capital rebuttal testimony with which you disagree and are inaccurate or incorrect. 

The following points are inaccurate and also inconsistent with my direct cost of capital 

testimony, including related conclusions and recommendations. 

F A  in the AEPCO rebuttal testimony on pages 1 and 2, the Trico rebuttal testimony on 

page 2 and the Carl Stover rebuttal testimony for Mohave on pages 7 and 8, a Debt 

Service Coverage (“DSC”) range of 1.20 to 1.50 is represented to be “appropriate to 

determine rate sufficiency for AEPCO,” and incorrectly represents that 1 agree with the 

sufficiency of such a range. My direct testimony clearly explained that several areas of 

AEPCO’s current risks and business environment have deteriorated dramatically recently 

and on a going-forward basis, and require a DSC coverage of far above the 1.32 ratio that 
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was approved by the ACC in 2010. AEPCO, Trico, and Mohave each incorrectly 

represent that AEPCO’s business, environmental, and competitive risks have not 

increased markedly fiom the 2010 rate case decision, which is clearly not the case, as 

described in my direct testimony. 

Second, the AEPCO cost of capital rebuttal testimony on pages 2 and 6 and Mr. Carl 

Stover’s rebuttal testimony on page 12 inaccurately represent that AEPCO’s very recent 

and currently unapproved Best Available Retrofit Technology (“BART”) filing with the 

Environmental Protection Agency (“EPA”) has reduced its environmental business risks 

to below high risk levels. Additionally, Mr. Stover criticized the Liberty testimony for an 

“inaccurate” EPA remediation estimate of $190 million that was provided directly by 

AEPCO in response to data request, and also was widely reported by AEPCO in the 

media. 

In its rebuttal testimony, AEPCO noted that it has recently filed a plan with the EPA (of 

which Liberty was belatedly informed, and has not been provided with any analysis 

thereof) that “costs about $30 million versus over $200 million dollars.” While this is 

news to Liberty, there is no basis for gauging the probability of approval of the new EPA 

alternative plan, whether it would cause operating and fuel costs to increase, whether the 

Apache units would become more or less competitive versus combined-cycle natural gas 

fired units that are prevalent in the regional electric market, and whether the economic 

viability of the Apache units will be evaluated on a going-forward basis. Regardless, the 

high levels of uncertainty and risk for AEPCO have not been reduced below the high risk 

levels as specified in Liberty’s direct testimony regarding environmental risks, 

construction build risks, rate shock exposure risks, rate competitiveness risks and 

economic viability risks. 

Third, Mr. Stover addresses rate competitiveness risks on page 13 of his rebuttal 

testimony, recognizing the importance of this issue with regard to AEPCO business risk. 
As noted in the Liberty cost of capital testimony, AEPCO’s rates are already higher than 
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those of others in the region. With the risk of additional environmental costs, converting 

a major coal unit to burning natural gas with subsequent low efficiency, and probable 

significant additional environmental production costs risk making the Apache units even 

less competitive than they have been in the past few years. 

-3 Fourth on pages 3 and 4 of the AEPCO cost of capital rebuttal testimony, AEPCO 

suggests that one-time adjustments to financial results of about $2.0 million in 201 1 and 

about $4.0 in 2012 should be considered in determining future financial targeted results 

and coverage requirements. Such one-time, non-recurring adjustments should clearly not 

be considered in influencing AEPCO’s future revenue requirements and required returns 

and coverages. 

Fifth, on page 5 of the AEPCO and pages 9 and 10 of the Carl Stover rebuttal 

testimonies, it is incorrectly argued that its partial requirements contracts (under which 

AEPCO sells almost 90 percent of its capacity and energy to its three largest members) 

do not carry more risk than all-requirements member contracts. This is clearly incorrect. 

Moody’s credit rating criteria specifies higher risks related to member contracts that are 

less than for full requirements. The following quote is from Moody’s rating criteria 

regarding Generation and Transportation (“G&T”) member contracts: 

An assessment of the wholesale power contract allows us to identry whether the 

member co-ops are required to purchase ail or virtually all of their supply 

requirements from the G& T co-op.” 

According to the credit rating agencies, 100 percent of supply requirements purchased 

through all-requirements contracts is evaluated as having the least risk. Each percentage 

level below 100 percent creates increasing risk levels for the G&T. The AEPCO Partial 

Requirement Members are purchasing increasing amounts of energy and capacity from 
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the marketplace in place of AEPCO assets and operations, reducing the relevance and 

economics of these assets as lower levels of megawatts are produced. 

Q* 

A. 

Q. 
A. 

Has the AEPCO, Mohave or Trico rebuttal testimony related to cost of capital 

caused Liberty to change any of its positions or recommendations made earlier? 

No. 

Does this conclude your surrebuttal testimony? 

Yes, it does. 
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Introduction 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Please state your name, occupation, and business address. 

My name is Richard Mazzini. I am an Executive Consultant associated with The Liberty 

Consulting Group (“Liberty”). My Liberty business address is: The Liberty Consulting 

Group, 65 Main Street, P.O. Box 1237, Quentin, Pennsylvania 17083. 

Mr. Mazzini, briefly summarize your education background and professional 

qualifications as they relate to the subject of your testimony. 

I have been engaged as a consultant and utility manager in the electric utility industry 

since 1967. Until 1995,I was employed by Pennsylvania Power & Light Company in a 

variety of senior management positions. After entering the consulting business in 1995, I 

served in senior positions with Washington International Energy Group, Navigant 

Consulting and ABB. As a 

consultant, I have assisted utilities throughout the United States, Canada, the Caribbean 

and Europe and have worked on behalf of many utility regulatory authorities. 

I have been an independent consultant since 2001. 

I have a B.E.E. degree from Villanova University and an M.S. degree in Nuclear 

Engineering from Columbia University. I am a Registered Professional Engineer in 

Pennsylvania and a member of the Institute of Electrical and Electronics Engineers and 

the American Nuclear Society. 

Have you prepared a more detailed summary of your background? 

Yes; Exhibit RAM-1 provides it. 

What is the purpose of your testimony? 

Liberty conducted an engineering analysis of the generating assets of AEPCO. Our goal was 

to evaluate AEPCO’s Apache Plant, including station performance, operations, 

maintenance, and capital improvements. We reviewed existing maintenance practices, 

examined how AEPCO documents them, and reviewed management controls to ensure 
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proper implementation and execution of those practices. Liberty also reviewed plant 

outages, and conducted a review designed to determine the “used and useful” nature of rate- 

base assets. Liberty’s review included a physical inspection of the Apache Plant and 

interviews with the personnel responsible for managing key functions at the plant. We also 

reviewed MPCO’s recent assessment of the remaining useful life of the assets. 

This report presents the results of Liberty’s review, categorized into the following subjects: 

Station performance 
0 Outages 

Maintenance 
0 

0 Facility review. 
Capital additions and rate base 

I directly performed the work reflected in the Engineering Analysis and Power Plant 

Operations task areas, prepared a report addressing the findings, conclusions, and 

recommendations of that examination, which is included as Exhibit RAM-2. The purpose 

of my testimony is to support and respond to questions regarding Exhibit RAM-2. 

Q. 
A. 

Does that conclude your Direct testimony? 

Yes, it does. 
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Richard Mazzini 

Areas of Specialization 

Management and regulatory audits; utility operations, including nuclear and other power 

production; power marketing and risk management; strategic planning; organization analysis and 

competitive re-structuring; project management; cost management; and tariff design and 

management. 

Relevant Experience 

The Liberty Consulting Group 

Public Service Commission of New York - A management audit of Iberdrola SNIberdrola 

U S M S E G  and RG&E. Assistant Project Manager for a 14-member Liberty consultant team. 

Public Service Commission of New York - A management audit of Con Edison. Assistant 

Project Manager for a 13-member Liberty consultant team. 

Iowa Utilities Board - Lead Consultant for the reviews of Electric Operations and Emergency 

Planning for Liberty’s management and operations audit of Interstate Power and Light. 

Arizona Corporation Commission - Consultant on Liberty’s benchmarking analysis of Arizona 

Public Service. This study covered a ten-year audit period and benchmarked Arizona Public 

Service’s performance with the following metrics: Operational Performance, Cost Performance, 

Financial Performance, Affiliate Expenses, and Hedging & Risk Management. 

Maine Public Utilities Commission - Lead Consultant for the review and analysis of proposed 

new transmission project, the Maine Power Reliability Project (MPRP). Lead Consultant for 

economic analysis. 
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Public Service Commission of Maryland - Lead Consultant supervising the various auctions for 

procurement of power for Maryland’s standard offer service (SOS) customers and support for the 

PSC in their analysis of new approaches to SOS supply. 

Lead Consultant for Gas and Electric Infrastructure Improvement on Liberty’s work for 

Northwestern Energy to formulate long-range integrated infrastructure plans for its multi-state 

electric and natural gas distribution utilities. This project includes consideration of how to 

incorporate “Smart Grid” technology into infiastructure plans in a manner that will enable the 

Company to roll out new capabilities and services as technology makes them available, without 

undue acceleration of capital spending as uncertainties in this new marketplace become resolved. 

Lead Consultant for Liberty’s audit of Arizona Electric Power Cooperative for the Arizona State 

Corporation Commission which included reviews of fuel procurement and management, bulk 

electricity purchases and sales, power plant management, operations and maintenance, energy 

clause design and operation, and other issues affecting the prudence, reasonableness, and 

accuracy of costs that passing through the fuel and energy clause. 

Lead Consultant for Liberty’s audit of East Kentucky Power Cooperative, which included 

examinations of Governance, Planning, Finance, and Budgeting. Liberty performed for the 

Kentucky Public Service Commission an examination of governance at a generation and 

transmission cooperative serving 16 distribution cooperatives across the state. This study came in 

the wake of significant financial difficulties and also addressed planning, budgeting, financial, 

and risk functions and activities. 

Lead Consultant for Liberty’s audit for the Virginia State Corporation Staff of Potomac Edison 

Distribution System Transfer. Liberty examined the public interest questions associated with the 

transfer by an Allegheny Energy’s utility operating subsidiary (Potomac Electric) of all of its 

electricity distribution operations business and facilities in Virginia to two rural electric 

cooperatives. 
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Management Audits 

Public Service Commission of New York - An operational audit of Con Edison’s reliability and 

emergency response planning and processes. Lead Consultant for corporate strategy and 

priorities, emergency planning and organization. 

Federal Energy Regulatory Commission (FERC) - A review of the California ISO. Examined 

governance issues, operating procedures, transmission planning and analysis, organizational 

issues, interfaces with stakeholders and recommendations for the restructuring of the California 

market. 

City of Seattle (Washington) - Review of the City’s utility, commissioned by City Council and 

the Office of City Auditor, to analyze financial strategies, power market and risk management 

strategies and governance schemes. Lead Consultant for risk management. 

St. Vincent Electricity Services, Ltd. - A management audit commissioned by the Board of 

Directors. Scope included generation, transmission, distribution, organizational assessment, 

safety, procurement and fuel. 

New Jersey Bureau of Public Utilities - Evaluation of the gas supply and hedging programs of 

the four New Jersey gas distribution companies. 

New York Power Authority - Consulting support for an internally sponsored audit of energy risk 

management functions. 

Strategic Business Planning 

Barbados Light & Power Company - Project Manager and Lead Consultant for a strategic 

planning initiative. Major areas of attention included new generation options, regulatory 

strategies, competitive threats, tariff design, new business opportunities, human resource issues, 

and planning processes. 
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Barbados Light & Power Company - Project Manager and Lead Consultant for the development 

of a model for the risk analysis of various new generation investments. 

Electricit6 de France - Provided business planning and analysis services in the furtherance of the 

utility’s wholesale and retail businesses. The work included research and analysis of potential 

gas partnerships, trading alliances and development of new retail markets throughout Europe. 

SaskPower (Saskatchewan) - Project Manager and Lead Consultant for development of a 

strategic plan for the Power Production Business Unit. The project included asset valuation and 

optimization, transmission plans and strategies, efficiency improvement, market analysis and 

organizational options. 

Omaha Public Power District - Project Manager and Lead Consultant for an extensive strategic 

business planning initiative. This multi-phase project spanned one year and included (1) asset 

evaluation, estimation of potential stranded costs and stranded cost mitigation strategies; (2) 

business growth strategies, including retail retention and expansion, new products and services, 

new utility businesses, wholesale marketing and bulk power trading; (3) corporate restructuring 

through the formation of four new business units; (4) organization design, including the creation 

of two new marketing organizations and a new trading floor; and (5) regulatory and legislative 

strategy development. 

Omaha Public Power District - Project Manager and Lead Consultant for a follow-up analysis to 

the above project a year later to recommend added steps and course corrections. Provided new 

recommendations on organization design, customer service, stranded costs, energy marketing 

and trading initiatives, risk management, new business development, new products and services 

and strategic planning processes. 

A Large Canadian Provincial Electric Utility - Strategic planning and business support in the 

analysis of future generation and transmission options associated with a major new generation 

construction project. 

Page 4 
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Tennessee Valley Public Power Association - Project Manager and Lead Consultant for 

development of a comprehensive new business strategy that reinvented the Association for a 

competitive environment. Key elements of the plan included a new expanded focus on 

government relations and the influencing of public policy, as well as the creation of four new 

business units and business endeavors. 

City Council of Los Angeles (California) - Advice to the Council on the strategic plans of its 

municipal electric utility. Conduct of a workshop for the Council and staff on restructuring and 

competitive issues. Review of power marketing alliance strategies. 

Riverside Public Utilities (California) - Analysis of the potential to sell all or part of the utility. 

Development of a new business vision and strategy. Analysis of outsourcing and alliance 

possibilities. Development of a power supply alliance, including design of the venture, 

development of RFP, evaluation of bidders, selection of finalist and negotiations. Organizational 

design and implementation. Planning and project management support for activities leading to 

open access. 

Lower Colorado River Authority - Consulting support for strategic review and development of 

alliance strategies. Facilitation of management workshop to develop strategic responses to key 

issues and to examine options for strategic alliances. 

ElectriCities of North Carolina - Business simulations and strategic planning for the North 

Carolina Power Agencies. 

Electricities of North Carolina - Analysis of the Carolina P&L - Florida Progress merger with 

resulting strategies and negotiations on behalf of Electricities. 

Page 5 
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+County Electric Cooperative - Strategic pIanning support for the Chief Executive Officer and 

Board of Directors. Designed and facilitated a planning workshop for the Board of Directors and 

key managers. Followed up with subsequent action plan for the Board. 

Project and Cost Management 

Omaha Public Power District (OPPD) - Lead Consultant responsible for design and 

implementation of a cost management program for a major overhaul of the Fort Calhoun Station. 

This $400 million project involved replacement of the two steam generators, pressurizer and 

reactor vessel head. 

Power Marketing, Procurement and Risk Management 

Public Service Commission of Maryland - Consultant supervising the various auctions for 

procurement of power for Maryland’s standard offer service (SOS) customers and support for the 

PSC in their analysis of new approaches to SOS supply. 

Electricit6 de France - Supporting services for the implementation of a large trading and 

marketing alliance in Europe, including reporting and control processes and training workshops 

for employees. 

SasWower - Project Manager and Lead Consultant for the expansion of the bulk power 

marketing program and creation of an energy trading floor. Work included extensive 

recommendations on corporate structure, organization, trading and marketing strategies, trading 

floor characteristics, management controls, risk management strategies, training, alliance 

building and external interfaces. 

Public Service Commission of Maryland - Provided consulting support to the PSC in the 

approval of the settlement agreement relating to Standard Offer Service (SOS). 

Page 6 
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New Businesses 

BGE Corporation (Constellation Nuclear Services) - Project Manager and Lead Consultant for 

the business analysis, planning, design and startup of a new subsidiary business for the client. 

The business, provision of nuclear related services to U.S. and international utilities, was 

successfully started in July 1999. 

Electricitk de France - Provided support in the planning, analysis, structure and negotiation of a 

large international energy trading and marketing alliance (EDF Trading, based in London). 

Tennessee Valley Public Power Association - Project Manager and Lead Consultant for a survey 

and analysis of the Association’s more than 150 member utilities. Produced an analysis with 

recommendations for the products and services that can best serve the members in a deregulated 

environment. 

Municipal Electric Association (Ontario) - Project Manager and Lead Consultant for the 

development of a definitive business plan for a new power procurement business on behalf of the 

Association’s more than 250 municipal electric utilities. Work included initial feasibility 

assessments followed by a complete actionable plan for the creation of the new organization, 

including structure, organization, staffing, financing, market analysis, contingency plans, product 

offerings and promotional strategies. The resulting new company became a reality in late 1997. 

ENERconnect (Ontario) - Served as interim Vice President of Marketing and Customer Service 

for the startup of this new power procurement and services company. Project Manager and Lead 

Consultant for the development of a detailed operational plan for startup. Assisted in all aspects 

of startup including organizational design, business strategies, product design and development 

and support to executive management and the Board. 

ABB Energy Solution Partners - Consulting support for ESP-sponsored projects, including 

customer and project research, project structure, energy supply options, alliances and preparation 
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of proposals. Included regulatory research and discussions in Nevada, Michigan, New Jersey and 

New York. 

Ambient Corporation - Consulting support for strategic and tactical business planning for this 

startup firm specializing in power line communications (PLC), including development of 

commercialization plan and supporting management processes, support of business plan, product 

and service development, regulatory strategies and financing documentation. 

PacijZorp - Customer research with two groups of large industrial and 

commercial customers. Designed and managed interactive workshops to obtain 

their input, sewed as subject matter expert for the sessions, produced and 

presented comprehensive analyses of the results with strategic insights for the 

client’s marketing initiatives. 

T&D Support 

Alberta Electric System Operator - Analysis of transmission loss methodologies for the Alberta 

market. 

A Large Canadian Provincial Electric Utility - Business planning support for the transmission 

business unit. Analysis of the business potential of new transmission opportunities. Analysis of 

U.S. transmission policies and their potential impact on a Canadian player in the U.S. markets. 

Utility Management 

Pennsylvania Power & Light Company - Served in a variety of management positions in a long 

career with the utility. Responsible for strategic business planning, rates, bulk power marketing, 

system operation, management of non-utility generation contracts, rate design, market research 

and contract negotiations with large customers. Key management roles in cost management, 

planning and scheduling for all Susquehanna nuclear station design, licensing, and startup 

activities including outage management. 
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Other Consulting Positions 

Senior Vice President for ABB Energy Consulting, responsible for managing consulting 

engagements for a variety of US.  and European energy firms. 

Principal for Navigant Consulting, Inc., involved in numerous consulting engagements serving 

the electric utility industry in competitive initiatives. 

Senior Vice President for the Washington International Energy Group, responsible for the firm’s 

competitive positioning practice. 

Education 

M.S., Nuclear Engineering, Columbia University 

B.E.E., cum laude, Villanova University 

Registrations 

Registered Professional Engineer - Pennsylvania 

Members hips 

Institute of Electrical and Electronics Engineers, American Nuclear Society 
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Liberty conducted an engineering analysis of the generating assets of Arizona Electric Power 
Cooperative, Inc. (“AEPCO”). Our goal was to evaluate AEPCO’s Apache Plant, including 
station performance, operations, maintenance, and capital improvements. We reviewed existing 
maintenance practices, examined how AEPCO documents them, and reviewed management 
controls to ensure proper implementation and execution of those practices. Liberty also reviewed 
plant outages, and conducted a review designed to determine the “used and useful” nature of 
rate-base assets. Liberty’s review included a physical inspection of the Apache Plant and 
interviews with the personnel responsible for managing key functions at the plant. We also 
reviewed AEPCO’s recent assessment of the remaining useful life of the assets. 

This report presents the results of Liberty’s review, categorized into the following subjects: 
0 Station performance 
0 Outages 
0 Maintenance 
0 

0 Facility review. 
Capital additions and rate base 

As in our prior evaluation, Liberty has found Apache’s technical performance, its people, and its 
facilities to be generally sound. The management team was knowledgeable, engaged, open, and 
supportive of Liberty’s evaluation. The organization appeared to have expertise and tools 
commensurate with the needs and challenges that the station faces. 

With respect to factors relevant to this rate filing, Liberty’s engineering analysis comprises two 
parts: (a) the effectiveness of plant management, including operations and maintenance of the 
units, and (b) AEPCO’s strategy for the station and the implications for recent and future 
investments, as well as its ability to economically meet the needs of its members. 

With respect to the effectiveness of plant management, we believe that Apache’s power plant 
operations are generally appropriate and typical of the industry. Maintenance practices and 
spending appear to be efficient and consistent with the station’s needs and good utility practice. 
The station is well-maintained. 

From a strategic perspective, however, the warning signals identified in the previous rate case in 
2010 have grown into firm indicators of problems that leave the future of Apache uncertain. The 
recent EPA challenges add to this burden, but it remains very clear that the strategic issues 
forcing the station’s decline existed before the EPA’s actions and will remain afterwards as well. 
AEPCO needs to consider all these factors in its assessment of Apache’s future. 

A realistic assessment of Apache’s future would better enable AEPCO, the members and the 
ACC to protect customers. The questionable future of the station, with or without the EPA 
uncertainties, raises the prospect of stranded investment for members. The sooner they address 
the possibilities the better they will be able to mitigate the effects on their customers. 

March 22, 2013 A’l& 
The Liberty Consulting Group 
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The results of our analysis generally support the rate filing from technical and operating 
perspectives. Other factors, however, serve to drive station performance down and to threaten 
Apache’s future. ST2 and 3 produce nearly all of the station’s output and that output has declined 
drastically in recent years. Economic factors have primarily driven this reduction in output. 
Reduced output, however, worsens the units’ economics, which further worsens output - causing 
a spiral whose end is not in site. 

Meanwhile, ST1 has remained idle for an extended period. The unit operated at negligible levels 
in 201 1, and not at all in 2012. 

Liberty’s review of outages at ST2 and 3 found no major concerns. There were only two major 
planned outages reported. Forced outages, although increased, were not an item of significant 
concern. Our prior evaluation cited an inordinate number of personnel errors as causes for unit 
outages. The rate of such trips at Apache is far above the industry-reported levels. This level of 
performance remained unchanged since our last evaluation, despite improvement initiatives 
reported by AEPCO. 

Liberty’s review of maintenance policies and practices at Apache found no fault with them. The 
detailed systems used to plan, monitor and execute work orders are effective. Nevertheless, 
summary level information, of the type one would expect for management to provide program 
oversight, does not appear to provide the perspectives that managers usually require. 

Spending on maintenance has generally been consistent for many years. Recent reductions 
resulted from efficiency measures. We found no indications that maintenance spending has been 
insufficient. 

Effective capital planning will be enhanced through the development of a realistic plan going 
forward, including the operating role of the units and their remaining lives. Current operating 
assumptions and the remaining life study are unsuitable for future decision-making. Recent 
investments in STl, which has not returned to a used and useful state following them, represent a 
valuable example of what can go wrong in such an environment. 

In the immediate case of ST1, new investments were made in 2010. The unit has since played 
little or no role of value. There is not a basis to find that those 2010 investments represent used 
and useful assets. In fact, STl as a whole appears to lack usefulness at this point. 
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Our recommendations take into account AEPCO’s response to the previous rate case Decision. 
Accordingly, we emphasize a single recommendation that merits consideration by this 
Commission, and equally by the AEPCO Board and the members. Specifically: 

A comprehensive study of the future of Apache should be completed within the next six 
months. The study should feature: 

o Comprehensive operating scenarios based on the economics of the station. 
o Assessment of remaining life based on economics, physical condition and planned 

operating mode. 
o A starting assumption that the EPA issues will not affect the station. 

0 

. 

. 
The results can then be used to assist in developing EPA strategies for 
dealing with the EPA issue. 
A second phase of the study, when EPA impacts are clearer, can be 
conducted if appropriate. 

o Consideration of independent third party oversight to assure that assumptions, 
methods, and conclusions are reliable. 

o Rate analyses to determine what, if any, stranded costs will be borne by the 
members and their customers. 

The Arizona Electric Power Cooperative (“AEPCO”) was founded in 1961. Through a major 
restructuring in 2001, AEPCO was organized into three entities: 

0 

0 

AEPCO, as a power supply organization 
SWTC as the transmission entity for serving the needs of member cooperatives 
Sierra Southwest Cooperative Services (“Sierra”), which provides services and personnel 
for both AEPCO and SWTC. 

In 20 1 1, the COO positions over each of the three organizations were eliminated, and a new team 
of ten division managers was appointed. This team has responsibility for each of the primary 
operational functions. AEPCO indicates that this new structure and its implementing initiatives 
have “yielded a better alignment of resources with core functions by outsourcing certain services, 
reducing or reassigning staff, and improving processes and communications.” This new approach 
seems to be functioning well as it applies to Apache. 

The Apache station comprises AEPCO’s sole physical generating asset. It consists of the 
following units: 

Steam Units 2 and 3: Two coal fired units of 175 MW each that now produce virtually 
all of the energy output of the station. The units historically served as base load 
generation, but transitioned to load following service in the last five years, due to 
economics. The units are relatively young (34 years old) for coal units of this size. The 
typical unit age in the industry lies in the range of 50 years. 
Steam Unit 1: A gas fired unit that is positioned to operate in a combined cycle mode 
with Gas Turbine 1 for a total output of 85 MW. The unit has been off line for an 
extended period, due to economics. 

0 
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2009. Management believed that the decline was an anomaly. 

at work.” The next three years proved that assessment to be 
accurate, as the accompanying table illustrates. 

Liberty described “indications that more troubling forces are 
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Net output (GM) 
All 

ST2 Other Total 
and3 Units Station 

2000 2,869 590 3,459 
2009 2,008 91 2,099 
2012 1,592 15 1,607 

0 Gas Turbines 2,3 and 4: Peaking units having a combined capacity of 129 MW. GT4 
produces a minimal amount of energy; GT2 and 3 have a near-zero capacity factor of 
late. 

The Environmental Protection Agency (EPA) has recently taken actions against Apache and 
other selected regional coal units on the basis of haze. A literal response to EPA demands would 
require new equipment that is simply impractical, given this station’s economics. The notion of 
new environmental requirements being the fatal bullet for already economically weak coal units 
is not new. The country is experiencing an ever-increasing number of retirements. Quite literally, 
the survival of Apache is at stake. Failure to come to a workable arrangement with the EPA 
could have major consequences, including potential closure of the plant by 2017. AEPCO is 
developing strategies for how to avoid that eventuality. 

Our earlier assessment attributed the decline in station output 
primarily to economics and availability. High Apache coal 
costs had combined with low gas prices to make the units - -  

less competitive, while numerous outages lowered available time. Interestingly, the economic 
factors have changed for the better in the last three years: 

New coal contracts provided lower coal costs 
0 Natural gas prices in the region increased 

This spinl has been in-process 
for several years now -how 

will it end? 

Yet, the station’s role has continued to 
decline at a rapid rate. Output is now less 
than half of 2000 levels and energy from 
the peaking units has fallen to near zero. 

The problems faced by Apache are by no 
means unique. Coal units across North 
America have come under serious threat 
from varying combinations of escalated 
environmental requirements, subsidized 
renewables with must-run status (hence 

displacing base load units in some cases), and low gas prices. Plants that can no longer compete 
suffer reduced utilization and increased cycling. That combination degrades heat rate and 
availability, which then hrthers the rate of decline. As a result, many coal plants are being 
retired and still more have had their expected lives reduced. We have observed that once the 
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future holds early retirement, the end often comes quicker than expected, as generators can no 
longer justify sustaining capital investments. 

As it is in very many small coal units across North America, lower plant utilization has produced 
less efficient operations, lower availability, and higher costs, all of which lead logically to even 
less utilization. AEPCO has not been successful in planning a responsive course. Three examples 
support this observation. 

First, the prior rate case Decision ordered AEPCO to conduct a study of the future role of the 
Apache Station and how that role relates to member needs for future power supply. AEPCO 
submitted its study in October 2012. The study failed to address key fundamental questions. 
The results of the study should have provided guidance for future decision-making, such as 
power procurement strategies and appropriateness of future investments. 

Second, on August 22, 2012, AEPCO submitted an Integrated Resource Plan that failed to 
acknowledge, or even discuss, the deteriorating role and questionable future of Apache. 

Third, in May 201 1, AEPCO’s contractor issued a report purporting to assess “the probability of 
continued operation of these units to their planned end of life.” That assessment failed to 
consider any economic factors that might shorten the life of the units. Yet the report’s 
conclusions are predicated on increased capital investments which, of course, are being 
precluded by the station’s economics. This simple fact should not be overlooked byAEPCO. 

AEPCO has thus so far avoided this pivotal issue, whose eventual impact on the members 
therefore remains unknown. More recently, the problems posed by the EPA have taken center 
stage, and have served as a reason for avoiding the economic discussion. However, the impact of 
any EPA decision can only worsen the economic situation. Further, the failure to develop and 
use an accurate picture of the station’s economics makes it impossible to define an optimum 
strategy for EPA negotiations, the appropriateness of environmental capital spending and, if 
necessary, subsequent litigation. 

The economic analysis was inadequate to address effectively the concept of “used and useful” as 
it applies to AEPCO’s ST2 and ST3 generating units. The appropriateness of capital investments 
is a function of remaining life, and we currently do not know whether that remaining life is more 
than 22 yeas (as currently claimed by AEPCO and its contractor) or just a few years, to be 
ended by economics, the EPA, or a combination of the two. AEPCO has curtailed capital 
spending in light of this uncertainty. That strategy will continue to be appropriate until some 
better definition of the future exists. Nevertheless, members remain in the dark as to the eventual 
impact on them from the obvious and well-established trends that are in place at Apache. 

It is important to consider and emphasize the deteriorating operating contributions of the steam 
units. The units themselves represent something of a contradiction. On the one hand, Apache 
staff has done a good job with the resources they have. They maintain the station well and the 
staff operates efficiently. The actual and planned cost reductions do not appear to be starving the 
units, as sometimes happens in such economic situations. Instead, these reductions seem to 
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originate in real efficiency improvements. This is a credit to the plant team, and would, under 
different economic circumstances, support a long remaining life. 

However, circumstances are far from ordinary, and the strengths of the plant management cannot 
become the deciding factor. At work are external forces for which AEPCO management can only 
mitigate the impact, but not change the hndamental direction. If there were doubts about this in 
2010, and AEPCO expressed those doubts as recently as 2012, the subsequent three years of data 
contradict them. Those three years extend the previous trend of lower output, higher heat rates 
and lower availability. 

Consider the decline in unit output for 
the two previously base-loaded units. 
Note that the abrupt decline in 2009, 
which was due to availability issues, 
was somewhat dismissed by AEPCO 
as an anomaly. The updated chart 
suggests 2009 was indeed a one year 
anomaly, but that is within a rapidly 
declining five-year trend that clearly is 
not an anomaly. 

Liberty raised the concern that the shift to load following operation as opposed to base loading 
can have a substantial negative impact on plant equipment. The resulting cycling of the units 
creates added stresses and wear and tear that can lead to lower availability. Different equipment 
can be impacted in varying ways, but experience has been that boiler tubes and mills are 
particularly susceptible. 

AEPCO’s October 2012 response to Liberty’s 2010 report dismissed this possibility, stating that 
“AEPCO has evaluated [ST2 and 31 operation during 2009-11 and sees no indication that 
reduced station output has impacted the availability of these units or led to significant 
deterioration of plant equipment.” This position was softened in 2013 interviews with the 
acknowledgement that cyclical operation does indeed negatively affect equipment. 
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To the extent Liberty's hypothesis is correct, we 
would expect a gradual and continuing decline in 
availability starting after the first low capacity 
factor year (2009). And that is what the data in 
the accompanying chart shows. Note that deletion 
of the "anomalous" 2009 data does not change 
the trend. We would expect this declining trend to 
continue, and perhaps accelerate, as operation 
becomes more cyclical, with the likelihood that 
the units converge towards the lower availability 
levels that are typical of similar units in the 

industry. 

AEPCO observes correctly that Apache availability exceeds that of similar units in the industry. 
However, this is not relevant to the concern, which deals with a forecasted further decline in the 
units' competitiveness. 

1 
-. .__ - - --. -. - . _- . 

The final element of the spiral, heat rate, 1 Steam Units 2 and 3 -Net Heat Rats  

has also trended as expected. Again, note 
the clear rise in heat rate that started with 
low capacity factor operations in the 2007- 
2008 timeframe. This is an inevitable 
consequence of part load operations. The 
plants are designed for optimum 
performance at rated load, and lower load 
means lower efficiency. Heat rate changes 
have a directly proportional impact on fuel 
costs. The approximately 5 percent increase in heat rates in 2012 represents a large economic 
impact on already economically challenged units. 
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had virtually no output. 

The role of these units, 
operating in a combined 
cycle mode and also 
referred to as CC1, has 
evolved considerably. 
Capacity factor was 60 
percent in 2000, but then 
declined to the mid- 
single digits by 2004. 
Following the 2010 
overhaul, the unit has 

One needs to consider how a presumably viable combined cycle unit in which a large investment 
was made in 2010 suddenly stops operating. The unit's value becomes questionable when it sits 
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idle indefinitely, as it effectively has for more than two years. This circumstance makes it 
difficult to justify the costs associated with this unit, including the new amounts now proposed to 
be added to rate base in this rate case. When Liberty first raised these issues, AEPCO responded 
that the unit had real and tangible value as capacity. Liberty found such explanations 
questionable and repeated its concerns. AEPCO reiterated the “value as capacity” response. In 
March 2013, however, AEPCO reversed this position in response to our request for a formal 
explanation of how the unit, given its operating state at present and for the past two years, could 
have value as “capacity.” AEPCO reported that “the unit does not qualify as non-spinning 
capacity when it is off line because it does not have 10 minute starting time.” Instead AEPCO 
now takes the position that value lies in the ability to run the unit when market prices are high, 
stating that, “If market prices increase above the unit cost, AEPCO simply starts the unit to avoid 
the higher cost.” 

This value also appears illusory if such a condition has only existed 0.2 percent of the time in 
201 1 and never in 2012. Such negligible use of the unit to displace higher costs also lies at odds 
with any justification of the 2010 multi-million dollar investment. With the data now available, it 
is not possible to consider that new investment as used and useful, nor is it possible to any longer 
consider a unit that sits idle as used and useful. 

In retrospect, the economics of this unit did not justify the new investment. Further, the failure to 
understand regulations that would limit the unit’s operations after such an investment comprises 
a second failing in this decision. Those regulations now limit the unit to 35 full power days per 
year, or a capacity factor of less than 10 percent. In one sense, this limitation is moot; economics 
precludes any significant operation. In another sense, consideration of this limit at the time may 
well have prevented the decision to invest more in ST1 in the first place. 

a. Treatment of Not-Useful Assets 

Our conclusion that ST1 can no longer be considered used and useful begs the question of what 
should be the impact of this conclusion in the rate case. We respond to this question with a 
common sense consideration. Note that we do not presume to offer any conclusions on 
regulatory law in this engineering analysis and caution that such legal considerations could 
trump our recommendation. 

In the case of an Investor Owned Utility (“IOU”) with assets found to not be useful, the 
shareholders may be required to absorb any remaining costs associated with those assets, 
including their remaining book value, which would be “stranded.” Simply stated, the 
shareowners, and not necessarily customers, would be available to absorb the cost if so decided 
by the regulator. 

However, with respect to a cooperative utility, there is no third party to absorb the costs. The 
owners and the customers are the same. Customers therefore absorb the cost, either through 
higher rates or through stranded cost and reduced equity in the cooperative. Theoretically, the 
regulator could be somewhat indifferent to the used and usehl rate treatment in that the member- 
customers are going to pay for the deficient asset one way or the other. 
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Thus, the issue becomes what action is appropriate for the ACC in this rate case. Liberty 
recommends a three-part approach. 

First, as explained in our engineering analysis of Apache, AEPCO continues to manage the plant 
without a credible long-term vision or plan and such a failing precludes sound economic 
decisions. One result has been an unrecovered wasted 2010 investment in ST1. Under-informed 
decisions regarding the other units present a real and present risk. It is therefore essential that the 
plan and accompanying economic analysis recommended in 201 0, and reiterated in stronger 
terms in our current engineering analysis, be immediately performed. AEPCO’s Board, its 
customers and this Commission do not have critically necessary information in the absence of 
such a plan. 

We emphasize that pending issues with the EPA offer no reason to delay this evaluation. In fact, 
the evaluation is a necessary precondition for defining an EPA strategy and, depending on the 
results of the evaluation, could possibly even render an EPA decision moot. 

Second, while the plan is being prepared, we recommend an interim “no regrets” strategy. This 
approach means taking no actions that could worsen the potential for eventual stranded costs. No 
rate reductions of any kind should be considered at this time, whether from ST1 disallowances, 
income from successful litigation, or any other factor. If and when the stranded cost prospects 
are eliminated, rates could then be adjusted downward if appropriate. 

Third, while the Commission has some means to influence AEPCO decisions and operations, 
governance is clearly in the hands of the member-customers, through their representatives on the 
AEPCO Board. It is here that accountability must lie. The Board’s willingness to govern without 
a credible plan is problematic, and its own member-customers bear substantial risks as a result. It 
is important to engage the AEPCO Board in the process, in order to facilitate the protection of 
the end use customers. 

3. Gas Turbines 2,3 and 4 

These three gas turbines function as peaking units. Units 2 and 3 have operated for the last 
several years with capacity factors of less than 1 percent. Unit 4 has operated at about 4 percent. 
Availability of all of the units has generally been in the high 90 percent range over the last few 
years. There are no real issues of performance at this time. 

In comparing the Apache units to the rest of 
the industry, the deteriorating state of coal 
units, especially smaller ones, becomes 
apparent. As suggested earlier, the declining 
utilization of such units is an industry-wide 
phenomenon, driven by lower gas prices, 
environmental policies, and displacement by 
must-run renewables. The problems at 

7--- I Apache in this regard are by no means 3% - - -  -. ._ 
i ’  
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unique, as shown by the accompanying capacity factor chart. It should be no surprise that the 
smaller, less efficient units have suffered the most, but larger coal units have also declined, 
although not to the same extent. 

Our prior report compared Apache’s performance to the industry and Apache fared well, both in 
terms of long term availability and output. This overall observation has not changed, but an 
industry comparison is nonetheless valuable at this time to help assess the future direction of 
small coal units, including Apache. In such comparisons, Apache may have already lost its 
primary advantage - that of a base load unit. Note that the typical industry unit of this size has 
been an intermediate unit for some time. ST2 and 3 have now joined that group. 

The other advantage for Apache has been its age, which is much younger than the typical unit of 
this size. ST2 and 3 are 34 years old compared to the industry average of about 55 years. The 
notion of better performance is therefore not a surprise, nor is the proportionately declining 
performance. We note in this regard that the industry fleet is aging at a rate of more than 1 year 
per year which suggests that the retiring units have, like Apache, tended to be below the average 
age. Also, the number of units dropping from the population has accelerated, with 17 units 
retiring in 201 1 from a population of 23 1. 

In summary, one can conclude from the data that the hture for any coal unit is threatened, and 
the threat to smaller, higher cost units is the most compelling. 

13 Planned Optagb * f  

AEPCO provided cost and schedule data on only two planned outages in the 2010-1 1 timeframe. 
Both outages overran the planned duration, by 9 and 6 days respectively. Cost performance was 
under budget in total. 

With only two data points and limited deviations, it is not appropriate to raise a concern. In our 
prior report, the analysis was more critical and we did recommend an improvement in outage 
planning and management: 

Management should consider providing more structure and formality, to a degree 
consistent with Apache’s needs, for the outage planning and management efforts. 

Management responded that “summary outage plans, as recommended, will be prepared five to 
six months prior to an outage.” We did not see any such reports and none were provided in 
response to an associated document request. 

We continue to believe as we observed previously that an elaborate approach to outage planning 
and management is not likely to be cost effective at Apache. Further, management indicates that 
the systems and processes in use appear to be meeting their needs. We nevertheless do observe 
that, in our experience, summary data on plans and performance in outages represent the 
primary, if not only, method for senior management to understand outage performance. 
Quantitative presentations of schedules, including critical path, budgets, resource requirements, 
shift strategies, quantities of work, and deviations from expectations are traditionally in wide use 
elsewhere. 
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not much impact from the larger number of outages, 
because of their typically minimum duration. The total 
forced hours, including de-rates, have not deteriorated 
along with the frequency of outages; in fact, Apache is 
well below industry levels for forced hours. 

,& -,!, , q e - - 2  n 2. Forced Outages and Reductions of Output' - -  

We limit our discussion of forced outages to ST2 and 3. Outages are not an issue at the idle Unit 
1. Forced loss of generation is tracked in the data by forced outages and by de-ratings, in which 
an event requires the plant to run at reduced output while the event is corrected. Where de-rates 
are considered, an equivalent outage duration is generally used; it corresponds to the fraction of 
capacity lost. For example, if the unit is forced to run at 50 percent of capacity for ten hours, the 
equivalent duration is 5 hours. 

Forced Outages 
ST2 and ST3 35 , - __ -__ --- - Average = 22.3 __ ___ - 

30 + ___ I _ _ _  ---I __I _ _ _  -_ I 

2M)o 2001 2002 2003 2M4 2005 2M)6 2007 2008 2009 2010 2Oll2012 

RM 1.119 

Our last review cautioned that a trend of 
an increasing number of forced outages 
was becoming apparent. This trend was 
illustrated by comparing two five-year 
periods: 2000-2004 and 2005-2009. We 
are now able to add a new three-year 
period, 2010-2012. As the chart shows, 
the trend suspected last time is clearly a 
reality this time. 

35 1 3o , 
ST2-3 Number of Forced Ou 

I . 
Si2 and 3 - -  - -  - 

A major difference in today's analysis is the 1 2 5  - 
comparison to similar units. Our prior analysis - 
concluded that despite the poor trend, ST2 and 3 were 
still superior to their peers. However, as the : * o  

- I _. 

X Industry Data 
accompanying chart indicates, this is no longer the ~ _. ( ~ 2 ~ u n i t s )  

case. The industry has improved, while Apache forced 2007 2 ~ 8  ~ O W  2010 m i  2m2 
_ -  1 - - -  

outages have increased, with the results now showing 
for ST2 and 3 a greater number of forced outages than similar units have experienced. 

- --_I__- .-I-- - 

Liberty previously conducted a detailed analysis of outage causes for the three steam units in 
2008 and 2009. Liberty also examined the outage data back to 2000 to identify any broad trends. 
We summarized the large number of outage codes into 17 summary codes that present a simpler 
and more effective characterization of unit issues. 
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We have updated this analysis for the three most recent 
years (2010-12), and have excluded Unit 1. A number of 
points of interest show in this data: 

Boiler tube leaks have been minimal and far less 
than generally experienced in such units. This is an 
excellent indicator and is contrary to our 
expectation of tube problems from added cycling of 
the boilers. 
In our prior review, condenser problems on Unit 2 
had caused numerous de-rates. This problem has 
been effectively mitigated. 
The fuel supply category represents the major drop 
in performance over the last three years, and 
features primarily mill issues. The extent to which 
unit cycling has contributed to this is not clear; 
nevertheless, we would suspect that is a factor. We 
note that the number of events is generally 

RM-1.119 

consistent with similar units in the industry; therefore, these elevated levels cannot 
necessarily be considered out of line, especially for small load following units. 
Personnel errors remain unusually high. AEPCO’s contention that perhaps other 
generators do not always report such errors may have some legitimacy. On the other 
hand, AEPCO’s failure to show any improvement from the actions initiated since 2009 is 
problematic. 

4, -Replacernknt Costs ‘r 

The issue of replacement becomes important when a utility experiences a large number or length 
of outages, as Apache did in our prior review. This was not the case in this review. Limited 
outage durations coupled with lower replacement costs due to the weak economics of Apache 
prevented replacement costs from becoming a concern at this time. AEPCO reported that they 
did not perform such calculations of replacement costs. 

Liberty’s review of the Apache maintenance program sought to answer the following basic 
questions: 

0 

0 

0 

Is an effective maintenance philosophy and strategy in place? 
Are Apache’s maintenance practices managed effectively? 
Does the maintenance program adequately balance cost and reliability? 

One generally expects well-managed maintenance programs to be clearly defined and 
documented in terms of objectives, priorities, and strategies intended to reach those goals. Such 
formalities are essential in large, complex organizations, but can be considerably less important 
in smaller operations, where personnel tend to be tied together more closely and knowledge of 
the power plant is very high among the team. The latter characterization applies to the Apache 
Station, allowing its management and staff to be effective without a great deal of formality. 
._ - . .  
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Liberty found now, as it did before, that an effective maintenance philosophy and strategy exists 
at Apache. We reached this conclusion based on interviews, consideration of the SAP 
maintenance management system, responses to relevant data requests, and observations at the 
plant. We consider clearly articulated policies and strategies preferable, and believe there is a 
real benefit to them, regardless of unit size. Nevertheless, we found no reason to believe 
Apache's programs are lacking. 

Two senior planners plan maintenance activities. In addition to corrective maintenance activities, 
Apache's preventative maintenance program covers about 60 percent of maintenance work 
orders. 

The station's reliability centered maintenance program is staffed with two technicians and an 
administrative assistant. The program addresses scheduled equipment condition monitoring, 
including lubricant analysis, vibration analysis and infiared imaging, to predict equipment failure 
and plan maintenance intervention. 

The S A P  system appears to be a strong tool that supports the station on multiple fronts. This 
includes the overall maintenance management system including work orders, materials 
management, equipment histories and cost data. Liberty previously examined numerous sample 
reports, and found them all to be highly detailed and extensive. 

The trend of maintenance costs at Apache has 
been contained and logical. Spikes have 
occurred occasionally, with the most recent 
associated with the 2009 problems. Costs 
appear to have been well-managed for a long 
time. We look for prolonged under-spending in 
maintenance and its inevitable consequences; 
however, there are no such indications at 
Apache. Specifically, we observed no 
indications that maintenance has been 
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inadequate, either in our 2010 or 2013 inspections. 

The current forecast is about 10 percent lower than the prior forecast and about the same amount 
below the trend line, which in itself is orderly and contained. Liberty discussed these reductions 
with management and the plans and results so far are positive. Specifically, savings appear to be 
generated more from prior investments in efficiency than the cutting of necessary work. 

Effective cost management is increasingly a necessary factor in Apache's future, as O&M costs 
per unit of generation must inevitably rise as output declines. The initiatives underway so far 
have been effective, and there is cause for optimism. 
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With age, investment needs grow, raising inevitable questions about a unit’s future. Recent 
production trends at Apache make this question particularly critical. Liberty previously 
concurred with AEPCO’s new investments at Apache, but emphasized that “it is critical to define 
the station’s future mission as it will likely become increasingly difficult to judge the cost- 
effectiveness of station improvements.” Three years later, the station’s future mission has not 
been defined and it is indeed now difficult, or impossible in some cases, to judge the 
appropriateness of new investments. 

Liberty reviewed the major capital projects (estimated at >$500,000 each) placed in service since 
2010. This sample includes 15 projects with an eventual installed cost of $29.3 million. With the 
exception of the 2010 ST1 furnace upgrade, all projects were associated with Units 2 and 3. 

ST112 generating cooperatives. The content of 

but the analyses are presented well, with STZ Classifier r 

the justifications is somewhat minimal sTZ Stack ~~~i~ liner coating 

The process for the identification, 
justification, and approval of projects is 
well-established at AEPCO and other 

all of the relevant information contained 
at a reasonable summary level and in an 
easy-to-understand construction. The 
analysis sheets provide ample 
information for the initial consideration 
of management and the board with one 

discussed, there is no valid context within which to consider the capital proposals. This becomes 
apparent when one considers two critical, but seriously flawed assumptions that underlie the 
capital proposals: projected capacity factors and forecasted remaining useful life. 

key exception. As we have already Rhh1.123 

a. Projected capacity factors 
AEPCO has stated that, “With the termination of a certain 100 MW sale and the economic 
slowdown, Units 2 and 3 are projected to operate at approximately 70 percent capacity factors.” 
This fundamental assumption, which is a part of the 2012-14 Construction Work Plan, is not 
helpful in a number of ways. First, it fails to recognize the primary cause of capacity factor 
reductions; i.e., station economics. Second, by attributing the decline to the nation’s economy, it 
suggests that the problems are temporary. Third, the 70 percent projection has already been 
proven to be too high, with neither unit reaching even 60 percent in 201 1 or 2012. To the extent 
that future capital investments are justified with an assumption of a 70 percent capacity factor, 
such justification is invalid. 

March 22, 201 3 
_____ 

d & e L  
The Liberq Consulting Group 

Page 14 



Final Report 
Arizona Corporation Commission 

AEPCO Engineering Review and 
Power Plant Operations 

~~ - 

b. Remaining useful life 

In our evaluation of “useful life” studies, including our last review of such a study at AEPCO, 
we are often critical, not necessarily of the results but surely of the methods. Such studies often 
carry so many qualifications as to render them useless. The current AEPCO study exhibits this 
tendency, and compounds it with numerous problematic assumptions. 

The current study, “Affirmation of Unit Life and Net Salvage Value Study,” was prepared in 
May 2011 by an outside firm. The fm took its assignment to be “to provide a high level 
assessment of the probability of continued operation of these units to their planned end of life.” 
With respect to ST2 and 3, the outside firm concluded, in part: 

It is anticipated the ST2 and ST3 can continue operation until 2035 provided 
AEPCO continues to maintain good operations, maintenance and safety 
practices, and to expand the capital required for periodic 
replacement/refurbishment of the equipment. 

So an indeterminate amount, in the form of unspecified replacement of equipment, is required in 
order to facilitate operation through 2035. This of course implies that expanded capital spending, 
even with limited remaining unit life, is always appropriate. AEPCO seems to support such a 
notion in its 2012-14 Construction Work Plan (Page 11-13): 

AEPCO recognizes that ST2 and ST3 are well into their expected lives and will 
require increasing expenditures for maintenance and capital improvements in 
order to maintain their place in a competitive environment. 

However, it is now apparent that such a commitment to increased spending is not appropriate, 
and that conclusion is reflected in AEPCO’s proposed reductions in capital spending. So we are 
faced with a contradiction. The outside firm’s certification of remaining life requires AEPCO to 
“expand the capital” and AEPCO acknowledges the need for “increased expenditures.” One can 
only conclude that the current plans to curtail, not expand, capital investment are contrary to the 
outside firm’s assumptions and hence invalidate its conclusion. 

A second notable concern in the outside firm’s report is the absence of clear and consistent 
operating assumptions for the two units. The report states that “ST2 and ST3 are typically 
operated in a load following mode,” (Page 2-2), but this of course only recently became true. 
Projected capacity factors then provided in that report indicate a return to base load operation in 
2012 for ST3 and 2015 for ST2, so it appears that the outside firm’s determination of remaining 
life is based on base load operation. One should reasonably assume that remaining life could be 
different depending on (a) base load operation as assumed, versus (b) load following as 
suggested by AEPCO’s 70 percent CF projection, versus (c) the even lower capacity factors that 
appear to be the reality. 

A third item of concern is the outside firm’s notice of at least five equipment replacement 
recommendations ranging from 1992-2004, none of which have been implemented.’ We do not 

’ These are noted at various parts of the B&V study and include GTl stator rewind, ST1 FWH4 replacement, ST2 
FWHS replacement, ST3 FWH6 replacement and ST2/3 ESP upgrades. 

” -- - -~ - - -- I_- 
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question AEPCO’s decisions in this regard, but this should beg the question given assumptions 
on equipment being replaced as necessary in the future. 

Finally, and most importantly, the outside firm specifically excluded future environmental 
requirements from the study. We also assume, although it is not stated, that it did not consider 
economic restrictions. Since it studied only the physical elements of the plant, both exclusions 
are appropriate. However, both factors will have a real impact on remaining life. 

In summary, the useful life study is not particularly useful in deciding the appropriateness of 
future capital projects or spending levels. 

c. Used and Useful 

The general test for rate base inclusion is that the asset be used and usehl in the provision of 
electric service. We have explained earlier that the investment in ST1 does not appear to meet 
this test. The story is not so clear with respect to ST2 and 3. In summary, however, we have no 
reason to question the wisdom or appropriateness of AEPCO’s recent improvements to ST2 and 
3. In fact, some of these have produced tangible O&M savings already. 

But one should question how long can investment decisions continue to be justified in the 
absence of credible underlying assumptions that are known and understood by all, including 
stakeholders. Questions include: 

Is an investment that is justified with an assumption of base load operation still valid with 
a 50 percent capacity factor? 
Is an investment that assumes a 20-year remaining life still valid with a five-year 
remaining life? 

These questions could and should have been answered after the prior rate case, but remain open 
today. 

We have noted that AEPCO has curtailed capital spending and that such a strategy is appropriate 
lacking better information on the future of the units. While we support such a mitigating 
measure, we also think it is insufficient and needs to be replaced with the more credible analysis 
of future requirements discussed previously. 

March 22, 2013 
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Liberty visited the Apache Station and observed the major facilities. Our prior visit, which also 
encompassed the coal yard, the warehouse and shops, evidenced a plant that is well cared for, 
well maintained, orderly and professional. This recent visit confirmed and to some extent 
exceeded that evaluation. 

The plant is professionally staffed, with all of the personnel we met hospitable and helpful. The 
plant manager facilitated our tour and was expert in all facets of the plant and able to fully 
answer all of our questions while providing insights of interest and value. In addition, we met 
with key managers and planners and found all to be professional, capable and knowledgeable. 

The facilities were clean, above average by power plant standards and there was no real clutter 
throughout the plant. There appeared to be adequate provisions for maintenance activities, 
particularly including large, maintenance-friendly turbine floors. We visited the control room for 
ST2 and 3 and found it professionally staffed and orderly. Access to the plant is controlled by 
contract security, which appeared to be professional and capable. 

In summary, our visit to the Apache Station yielded only positive comments about the facilities 
and staff at the station. 

March 22.2013 
The Liberty Consulting Group 
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Q* 
A. 

Q- 
A. 

Q. 

A. 

Q. 

A. 

Mr. Mazzini, have you filed direct testimony in this case? 

Yes, I prepared an engineering analysis focused on the Apache generating plant and 

offered testimony on my findings and conclusions. Arizona Electric Power Cooperative, 

Inc. (“AEPCO”) submitted rebuttal testimony featuring a document titled “AEPCO’s 

Response to the Final Report of Richard Mazzini”, dated June 13, 2013. AEPCO’s 

response correctly characterizes Liberty’s findings that (1) the future of the Apache 

Station is in question and (2) AEPCO has been less than diligent in its planning efforts. 

AEPCO disagrees. 

Has AEPCO’s rebuttal testimony caused you to modify your thinking? 

No. The AEPCO response is inaccurate and insufficient in addressing Liberty’s 

concerns. The findings, conclusions, and recommendations of the Liberty report remain 

valid. 

AEPCO asserts “the substantive and procedural elements of the study 

recommended by Mr. Mazzini are already in place.” Is this correct? 

No. AEPCO has not addressed the fundamental economic questions raised in 2009. 

AEPCO challenges Liberty’s characterization of a “downward spiral” in terms of 

the output of Apache Units ST2 and ST3. Is AEPCO’s analysis correct? 

The output from ST2 and ST3 has declined substantially. AEPCO mischaracterizes 

Liberty’s conclusion. “The Final Report implies that from 2000 to 2009, Apache Station 

suffered from a long-term erosive condition producing a continuous decline in output for 

nine straight years.” AEPCO also refers to “Mr. Mazzini’s implication of a steady nine- 

year spiral.” Both statements are wrong and do not represent Liberty’s conclusions. 

Please refer to Exhibit RAM-1, which appeared in varying forms in both the 2010 and 

20 13 Liberty reports. The chart clearly shows that the decline in Apache output started in 

2007, not 2000, and Liberty never claimed otherwise. 
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Q* 

A. 

Q. 

A. 

Q. 

A. 

AEPCO claims that “when considered year-by-year, it is clear that the decline [in 

Apache output between 2009 and 20121 was not a trend but the result of several 

isolated factors that no longer exist.” Is this accurate? 

Liberty believes that the information in RAM-lfblly supports a conclusion that output is 

indeed trending downward. AEPCO dismisses this, and blames “isolated factors that no 

longer exist.” AEPCO then, however, describes these factors as market prices for 

electricity and gas prices as well as changes in member market purchases. Liberty finds 

such factors neither isolated nor no longer existing. 

AEPCO believes that the recent performance of Apache is its “most compelling 

evidence” disproving your analysis. Please explain your opinion in this regard. 

The notion that a few months of performance invalidate an analysis based on six years of 

decline is difficult to accept. Moreover, it seems that even this small claim of 

improvement by AEPCO is not well founded. Exhibit RAM-2, which is based on the 

most recent data published and plotted by SNL, does not support AEPCO’s claim that in 

recent months performance has improved, and AEPCO offers no data of its own to 

demonstrate its point. Circumstances appear to reflect business as usual. 

AEPCO supports its “dramatic turnaround” assertion with “expectations 

concerning production from these units into the near future.” Is there a basis for 

such a claim? 

AEPCO has not provided a reasonable basis for such a claim. A thorough analysis of 

such production expectations, based on realistic economic assumptions, is precisely what 

Liberty has suggested AEPCO provide. The support provided with the rebuttal (coal 

purchase assumptions) is far from an economic analysis. 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

AEPCO insists that Apache ST1 (CC1) is indeed used and useful, largely on the 

basis of its capacity value. Has Liberty adequately considered the capacity value of 

this unit? 

Liberty has on several occasions sought a definitive and quantitative explanation of how 

this unit has value as capacity. AEPCO has not quantified this value, which lead to 

Liberty’s conclusion. AEPCO offers only qualitative attributes for the unit and does not 

address whether those attributes have a tangible dollar value and, if so, whether those 

same attributes might be available in the market at lower costs. In the continuing absence 

of such data, Liberty is forced to conclude that the tangible value is likely to be negative, 

that the capacity attributes are indeed available in the market at lower costs, and that 

hence ST1 (CCl) is no longer used and useful. 

AEPCO testifies that its contracts require it to maintain CC1 as a viable resource 

through 2020. Does this suggest that Liberty’s “used and useful” concerns are 

irrelevant ? 

AEPCO’s implication that any lack of usefulness is moot because of its contractual 

obligations is not sound. First, customers would presumably relieve AEPCO of this 

responsibility if lower cost options were available. Second, it is not clear that the unit 

does indeed qualify as a “viable resource” at this point, so the contract obligation itself 

may be moot. 

Is there merit to AEPCO’s assertion that CC1 is “valuable and cost-effective”. 

Such statements carry little weight when not quantified. With AEPCO unable to define 

“capacity value” in a tangible economic way, and the continuing reality that the units 

have no energy value, as evidenced by their failure to run for the last two years, we find 

the AEPCO rebuttal unconvincing. 
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Q* 

A. 

Q. 

A. 

Q. 
A. 

How do the pending EPA threats impact Liberty’s conclusions and 

recommendation? 

Section 4 of AEPCO’s rebuttal presents its plans and actions for dealing with 

environmental issues. Although the current environmental concerns will influence the 

future of ST2 and ST3, they were not presented by Liberty as the primary threat. In fact, 

in the 2009 study, the current EPA threats did not exist. 

Liberty’s concerns are economic, and any eventual resolution of Apache’s environmental 

issue will further damage its economics. AEPCO is pleased that its proposals to the EPA 

decrease the necessary investment to the tens of millions versus initial estimates in the 

hundreds. This misses the point. Liberty’s economic concerns are valid even if no new 

investments are required, and any such new requirements can only make matters worse. 

Has the AEPCO, Mohave or Trico rebuttal testimony related to the Engineering 

Analysis caused Liberty to change any of its previous positions or recommendation? 

No. 

Does that conclude your surrebuttal testimony? 

Yes, it does. 
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Monthly Capacity Factor 
Units 2 and 3 Combined 
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Units 2 and 3 Combined 

source: SNL 



BEFORE THE ARIZONA CORPORATION COMMISSION 

BOB STUMP 

GARY PIERCE 

BRENDA BURNS 

BOB BURNS 

SUSAN BITTER SMITH 

Chairman 

Commissioner 

Commissioner 

Commissioner 

Commissioner 

IN THE MATTER OF THE APPLICATION OF ) DOCKET NO. E-01773A-12-0305 
THE ARIZONA ELECTRIC POWER ) 
COOPERATIVE, INC. FOR A HEARING TO ) 
DETERMINE THE FAIR VALUE OF ITS 1 
PROPERTY FOR RATEMAKING PURPOSES, ) 
TO FIX A JUST AND REASONABLE RETURN ) 
THEREON AND TO APPROVE RATES 1 
DESIGNED TO DEVELOP SUCH RETURN ) 

REDACTED 

DIRECT 

TESTIMONY 

(PURCHASED POWER and FUEL ADJUSTOR CLAUSE REVIEW) 

OF 

JOHN ANTONUK 

(CONSULTANT) 

ON BEHALF OF THE STAFF OF THE 

UTILITIES DIVISION 

ARIZONA CORPORATION COMMISSION 

MAY 1,2013 



TABLE OF CONTENTS 

PAGE 
INTRODUCTION .................................................................................................................... 1 

EXHIBIT 

Resume. ............................................................................................................................. JEA-1 

AEPCO PPFAC Report .................................................................................................... JEA-2 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 
26 

Direct Testimony of John Antonuk 
Docket No. E-O1773A-12-0305 
Page 1 

INTRODUCTION 

Q 
A. 

Q. 

A. 

State your name, position, and business address. 

My name is John Antonuk. I am president of The Liberty Consulting Group (“Liberty”). 

My Liberty business address is: The Liberty Consulting Group, 65 Main Street, P.O. Box 

1237, Quentin, Pennsylvania 17083. 

Mr. Antonuk, briefly summarize your education background and professional 

qualifications as they relate to the subject of your testimony. 

I began my career in service to the Commonwealth of Pennsylvania, first as an investigator 

with the Attorney General’s office (investigating major issues in or contemplated to be in 

affirmative civil litigation), and then as Assistant Counsel to the Pennsylvania Public Utilities 

Commission. Then, for several years, I headed a group in the Regulatory Affairs Department 

of Pennsylvania Power & Light Company (now PPL). After serving for a number of years as 

the head of the litigation consulting practice for a major west coast management consulting 

firm, I was one of the founders of Liberty, which is now approaching a quarter century of 

service. I have managed or provided executive direction to two hundred or more Liberty 

projects, working in virtually every U.S. State and serving two-thirds of the country’s utility 

regulatory authorities. My work has involved investor-owned, cooperative, public authority 

and municipally-owned electricity, natural gas, and telecommunications utilities. I have led 

or conducted work involving nearly every facet of utility governance, management, 

operations, finance, rate and regulatory, and corporate support. 

Addressing energy utility he1 and energy management and operations performance has been 

an area of particular emphasis, not only in my assignments with Liberty, but also in my 

tenure with the public utility commission and a major electric utility in Pennsylvania. My 
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work in fuel procurement and management began in the immediate aftermath of the first 

Mideast oil embargo in the early 1970s; it has continued throughout many engagements 

across my time with Liberty. 

I am an honors graduate of Dickinson College and the Dickinson School of Law. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Have you prepared a more detailed summary of your background? 

Yes; Exhibit JEA-1 provides it. 

What is the purpose of your testimony? 

Liberty performed under my overall direction: (a) an examination of the prudence of fuel, 

purchased power, and plant operations policies, activities, and costs of Arizona Electric 

Power Cooperative, Inc. (“AEPCO” or “Cooperative”), and (b) an engineering review of 

AEPCO’s facilities. Exhibit JEA-2 provides the PPFAC report. Richard Mazzini is also 

appearing as a witness to present the Engineering AnalysisPlant Operations report. Mr. 

Mazzini had direct responsibility for conducting the activities and conclusions and 

recommendations described in that exhibit. 

What was the scope of the liberty review described in Exhibit JEA-2? 

Liberty addressed the following areas established by an Arizona Corporation Commission 

Request for Proposal (“RFP”) that set the scope for the examination that Liberty 

performed. 

Liberty divided our work and the subsequent report into the following areas: 
0 

0 Coal 
0 Power Transactions 
0 PPFAC Mechanism Review 

Fuel Oils and Natural Gas 
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0 Power Plant Operations (which is covered together with Liberty’s Engineering 
Analysis and filed under separate cover.) 

Q. 
A. 

Does that conclude your Direct testimony? 

Yes, it does. 
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Exhibit JEA-1 

John Antonuk Resume 

Areas of Specialization 

Executive management; management audits and assessments; service quality and reliability 
management and measurement, utility planning and operations; litigation strategy; management 
of legal departments; human resources; risk management; regulatory relations; affiliate 
transactions and relations; subsidiary operations; and testimony development and witness 
preparation. 

Relevant Experience 

Electricity 

Project Director and lead consultant for Corporate Planning on Liberty’s management and 
operations audit of Iberdrola SNIberdrola USA/NYSEG and RG&E for the New York Public 
Service Commission. 

Project Director and lead consultant for Governance and Senior Management on Liberty’s 
management and operations audit of Interstate Power and Light for the Iowa Utilities Board. 

Project Director and lead consultant on Liberty’s management and operations audit of the 
electricity, natural gas, and steam operations of ConEd for the New York Public Service 
Commission. 

Project Director on Liberty’s benchmarking analysis of Arizona Public Service for the Arizona 
Corporation Commission. This study covered a ten-year audit period and benchmarked Arizona 
Public Service’s performance with the following metrics: Operational Performance, Cost 
Performance, Financial Performance, Affiliate Expenses, and Hedging & Risk Management. 

Project Manager for Liberty’s comprehensive, detailed affiliate relationships and transactions 
audit of Duke Energy Carolinas for the North Carolina Utilities Commission staff. 

Project Manager for the performance of Liberty’s audit for the Delaware Public Service 
Commission of a diagnostic audit of the affiliate costs borne by Delmarva Power, a member of 
the multi-state holding company, PHI. This review included an examination of the central 
services organization structure and operations, the procedures and methods used to allocate and 
assign costs, and test work to verify that execution of methods and procedures conforms to 
company procedures and to good utility practice. 

Project Manager for Liberty’s work for Northwestern Energy to formulate long-range integrated 
infrastructure plans for its multi-state electric and natural gas distribution utilities. This project 
includes consideration of how to incorporate “Smart Grid” technology into infrastructure plans in 
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a manner that will enable the Company to roll out new capabilities and services as technology 
makes them available, without undue acceleration of capital spending as uncertainties in this new 
marketplace become resolved. 

Project Manager for Liberty’s audit of Arizona Electric Power Cooperative for the Arizona State 
Corporation Commission which included reviews of fuel procurement and management, bulk 
electricity purchases and sales, power plant management, operations and maintenance, energy 
clause design and operation, and other issues affecting the prudence, reasonableness, and 
accuracy of costs that pass through the fuel and energy clause. 

Project Manager for Liberty’s audit of Southwest Transmission Cooperative for the Arizona 
Commission, a companion examination of the transmission cooperative that is owned and 
operated in parallel with Arizona Electric Power Cooperative (a generation cooperative). Among 
the issues examined in this audit were line losses. 

Project Manager for Liberty’s audit of Southwestern Public Service (SPS) for the New Mexico 
Public Regulation Commission that included a management review of the prudence of SPS’ 
transactions under the Renewable Energy Credit tracker as conditionally approved by the 
Commission and a financial review of both revenues and expenses in order to provide an 
analysis of any under-recovery or over-recovery. Similarly, Liberty performed an evaluation of 
SPS’ fuel clause process and regulations and a financial audit of fuel clause computation. In 
addition, reviews of purchases of coal, natural gas, oil, and purchased power, power plant 
operations, line losses, and cost allocation and assignment were also performed. 

Project Manager for Liberty’s audit of East Kentucky Power Cooperative, which included 
examinations of Governance, Planning, Finance, and Budgeting. Liberty performed for the 
Kentucky Public Service Commission an examination of governance at a generation and 
transmission cooperative serving 16 distribution cooperatives across the state. This study came in 
the wake of significant financial difficulties and also addressed planning, budgeting, financial, 
and risk functions and activities. 

Project Manager for Liberty’s audit for the Virginia State Corporation Staff of Potomac Edison 
Distribution System Transfer. Liberty examined the public interest questions associated with the 
transfer by an Allegheny Energy’s utility operating subsidiary (Potomac Electric) of all of its 
electricity distribution operations business and facilities in Virginia to two rural electric 
cooperatives. 

Project Manager for Liberty’s audit of the fuel and purchased-power procurement practices and 
costs of Arizona Public Service Company for the Arizona Corporation Commission. Liberty 
completed audits reiating to fuel procurement and management and on rate and regulatory 
accounting for related costs at Arizona Public Service Company for the Arizona Corporation 
Commission. 

Project Manager for Liberty’s audit of Duke Energy Carolinas for the North Carolina Utilities 
Commission. Scope included compliance with regulatory conditions and code of conduct 

Page 2 
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imposed by the Commission after the merger with Cinergy, and affiliate transactions and cost 
allocation methods. 

Project Manager for Liberty’s audit of affiliate transactions of Nova Scotia Power on behalf of 
the Nova Scotia Utility and Review Board. 

Project Manager for Liberty’s audit for the New Jersey Board of Public Utilities of the 
competitive service offerings of the state’s four major electric companies. Scope included 
corporate structure, governance, and separation, service company operations and charges, inter- 
affiliate cost allocations, ann’s-length dealing with respect to a variety of code-of-conduct 
requirements, and protection of customer and competitor proprietary information. 

Project Manager and witness for the staff of the Arizona Corporation Commission addressing the 
merits of the proposed acquisition of UniSource by a group of private investors. 

Project Manager and witness before the Oregon Public Utility Commission addressing the merits 
of the proposed acquisition of Portland General Electric by a group of private investors. 

Engagement Director for Liberty’s provision of engineering and technical assistance to the 
Vermont Public Service Board in connection with review of public necessity and convenience 
related to the Northwest Reliability Project, which would add a major new 345kV transmission 
plan to provide an additional source of electricity to serve Vermont’s major load gowth in its 
northwest region. The project involved transmission reinforcements at lower voltages and 
significant substation upgrade work. The proceedings had numerous public, private, and 
government interveners, who raised issues regarding project need, available electrical 
alternatives, routing and design, and electromagnetic radiation. 

Project Manager for Liberty’s support for the New Hampshire Public Utilities Commission in its 
charge to oversee the divestiture of the Seabrook nuclear plant as part of a major restructuring 
settlement. The sale produced record high compensation for nuclear facilities in the country. 

Project Manager and witness for Liberty’s assessment of fuel procurement, affiliate transactions, 
and automatic adjustment clause implementation for the staff of the Nova Scotia Utility and 
Review Board in rate case of Nova Scotia Power. 

Project Manager for Liberty’s engagement on behalf of Boston Edison to examine the 
company’s affiliate relations, including issues of the valuation of assets transferred to an affiliate. 
Testified in proceedings before the Massachusetts Department of Telecommunications and 
Energy (formerly the Department of Public Utilities) on several telecommunications issues, 
including: (a) development of competition, and legislative and regulatory-policy changes 
supporting it, (b) electric-utility entry into telecommunications markets, (c) costs, prices, and 
market value of network elements, (d) requirements of the Telecommunications Act of 1996, (e) 
assessment of compliance with commission orders, company procedures, and service agreements 
regarding limits on affiliate interactions, (f) inter-company loans, guarantees, and credit support 
among utilities and their affiliates, (g) accounting for affiliate transactions, (h) obligations to 
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allow nondiscriminatory access to network infrastructure to third parties, and (i) cost pools, 
overhead factors, and allocation of common costs among utility and non-utility affiliate activities 
and entities. 

Project Manager for Liberty’s major consulting engagement for the New Hampshire Public 
Utilities Commission. Liberty examined management, operations, and costs at Public Service 
Company of New Hampshirehlortheast Utilities, which is engaged in the operational and cost- 
accounting separation of its network into segments, for the purposes of restructuring service 
offerings to allow competition in certain aspects of electric-energy supply. This engagement 
included an assessment of valuations of nuclear and fossil units, as well as supply contracts with 
independent-power producers. Liberty also assisted in efforts to settle rate case and restructuring 
disputes involving, among other issues, stranded costs associated with power plants. The scope 
of Liberty’s work included the development of plans and protocols for power plant (fossil, hydro, 
and nuclear) and power supply contract assets, as well as the oversight of activities associated 
with asset auctions. 

Engagement Director for Liberty’s evaluation of corporate relations and affiliate arrangements of 
Dominion Resources, Inc. and Virginia Power for the Virginia State Corporation Commission. 
This project addressed all significant aspects of corporate governance, operating relationships, 
and affiliate arrangements between the two entities. 

Project Director for Liberty’s evaluation of a report prepared by a consultant to the Hawaii 
Public Utilities Commission on the relationship between Hawaiian Electric Industries (HEI), a 
diversified utility-holding company, and Hawaiian Electric Company (HECO), its principal 
subsidiary and operating electric utility. 

Project Director for all aspects of Liberty’s comprehensive management and operations audit of 
West Perm Power Company for the Pennsylvania Public Utilities Commission. Managed focused 
reviews of the Company’s affiliated costs, power dispatch and bulk power transactions, customer 
services, finance, and corporate services. Presented testimony before the PAPUC on behalf of the 
Office of Trial Staff regarding the results of the audit in West Penn’s rate case. 

Lead Consultant for affiliate relations for Liberty’s assignment of providing assistance to 
Delmarva Power & Light Company in developing and implementing self-assessment and 
continuous-improvement processes. 

Project Director for Liberty’s reviews of fossil-fuel procurement and administration in Liberty’s 
management/performance audits of the Centerior Energy Company’s operating companies - 
Cleveland Electric Illuminating Company and Toledo Edison Company - and Ohio Edison, 
Monongahela Power (an Allegheny Power System operating company), and Cincinnati Gas & 
Electric, for the Public Utilities Commission of Ohio. 

Served as advisor to the administrative law judge of the Delaware PSC responsible for hearing 
cases regarding the implementation of the new law that restructures the electric-utility industry in 
Delaware. 
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Engagement Director for nuclear plant performance-improvement projects that Liberty 
conducted for Duquesne Light Company, Centerior Energy, Nebraska Public Power District, and 
Pennsylvania Power & Light Company (PP&L). 

Engagement Director for a Liberty assignment for Florida Power Corporation, regarding a 
proposal by the Tampa Electric Company to construct transmission lines to serve the cities of 
Wauchula and Fort Meade, Florida. Liberty’s testimony helped convince the Florida Public 
Service Commission that Tampa Electric Company’s proposed line was uneconomic. 

Directed Liberty’s engagement to assist a regional electric generation and transmission 
cooperative, whose members’ combined operations make it a major competitor in the state’s 
electricity business, to conduct its first-ever comprehensive and formal strategic-planning 
process. 

Natural Gas 

Project Manager for Liberty’s examination of safety programs and activities of NiSource’s 
Maine subsidiary Northern Utilities for the Maine Public Service Commission. 

Project Manager for Liberty’s focused and general management audits of NJR, New Jersey 
Natural Gas, and affiliates for the New Jersey Board of Public Utilities. This project included 
detailed examinations of affiliate relationships, governance, financing and utility ring-fencing, 
compliance with New Jersey EDECA requirements for affiliate separation, protection of 
confidential information, non-discrimination against third-party competitors with utility 
affiliates, and other code-of-conduct issues. Personally performed the reviews of governance, 
EDECA requirements compliance, and legal services. 

Project Manager on a major focused audit of Peoples Gashtegrys that Liberty performed for the 
Illinois Commerce Commission. Audit topics included natural gas forecasting, portfolio design 
and implementation, gas purchase and sale transactions, controls, organization and staffing, asset 
management, off-system sales, storage optimization, and all other issues related to gas supply 
over a period of eight years. 

Project Manager and witness on three recent audits of fuel (primarily coal and natural gas) 
procurement and management practices of Nova Scotia Power, a review of the merits and 
mechanics of a company-proposed automatic recovery method for energy costs, and an audit of 
affiliate relationships (including coal, electric power, and natural gas procurement activities) 
performed for the Nova Scotia Utility and Review Board. 

Project Manager for Liberty’s focused and general management audits of SJI, South Jersey Gas, 
and affiliates for the New Jersey Board of Public Utilities. This project included detailed 
examinations of affiliate relationships, governance, financing and utility ring-fencing, 
compliance with New Jersey EDECA requirements for affiliate separation, protection of 
confidential information, non-discrimination against third-party competitors with utility 
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affiliates, and other code-of-conduct issues. Personally performed the reviews of governance, 
EDECA requirements compliance, and legal services. 

Project Manager for Liberty’s work with staff of the Virginia State Corporation Commission to 
evaluate the services of an affiliate providing gas portfolio management services under an asset 
management agreement with Virginia Natural Gas, an operating utility subsidiary of Atlanta- 
based AGLR. 

Project Manager for Liberty’s focused audit of NU1 Corporation and NU1 Utilities. This audit 
included a detailed examination of the reasons for poor financial performance of non-utility 
operations, downgrades of utility credit beneath investment grade, and retail and wholesale gas 
supply and trading operations. Also examined performance of telecommunications, engineering 
services, customer-information-system, environmental, and international affiliates. The audit 
included detailed examinations of financial results, sources and uses of funds, accounting 
systems and controls, credit intertwining, cash commingling, and affiliate transactions, among 
others. Liberty’s examination included very detailed, transaction-level analyses of commodities 
trading undertaken by a utility affiliate both for its own account and for that of utility operations. 

Project Manager for Liberty’s comprehensive management audit of United Cities Gas Company 
for the Tennessee Public Service Commission. Responsible for the focused reviews of affiliate 
interests, executive management and corporate planning, and vehicle management. 

Lead Consultant in Liberty’s management audit of Connecticut Natural Gas Company for the 
Connecticut Department of Public Utility Control (DPUC). Responsible for reviews of 
organization and executive management and legal management. 

Lead Consultant in Liberty’s management audit of Southern Connecticut Gas Company for the 
DPUC. Responsible for organization and executive management, affiliates, and legal 
management. Included valuation of a major, rate-based LNG facility being offered for sale. 

Directed Liberty’s management audit of Yankee Gas Services Company for the DPUC. 

Engagement Director for Liberty’s evaluation of regulatory needs and alternatives for the 
Georgia Public Service Commission in regulating the state’s local-gas-distribution companies in 
the aftermath of FERC Order 636. 

Project Director for Liberty’s review of gas-purchasing policies and practices at Pike Natural 
Gas Company and Eastern Natural Gas Company for the Public Utilities Commission of Ohio. 
Responsible for the review of organization and staffing and regulatory-management issues. 

Combination Utilities 

Engagement Director for Liberty’s examination of the cost-allocation methods of Baltimore Gas 
& Electric Company and its affiliates for the Maryland Office of People’s Counsel. 

Page 6 



Direct Testimony of John Antonuk 
Docket No. E-01773A-12-0305 

Exhibit JEA- 1 

Project Director for Liberty’s focused management audit of affiliate transactions of Public 
Service Electric & Gas Company (PSE&G) and the unregulated subsidiaries of Public Service 
Enterprise Group, Inc., the parent, for the New Jersey Board of Regulatory Commissioners. Task 
leader for the review of organization and planning, and executive management. 

Project Director for Liberty’s management and operations audit of New York State Electric & 
Gas Corporation for the New York Public Service Commission (NYPSC). Responsible for 
managing the review of corporate planning and organization, service centralization, specific 
corporate services, and finance and accounting. 

Project Director for Liberty’s management and operations audit of Central Hudson Gas & 
Electric Corporation for the NYPSC. 

Telecommunications 

Arbitrator named by the District of Columbia Public Service Commission to address industry- 
wide need for amendments to interconnection agreements as a result of the FCC’s Triennial 
Review Order. 

Project Manager for assistance being provided to the Administrative Law Judge of the Delaware 
Public Service Commission hearing the arbitration to address industry-wide need for 
amendments to interconnection agreements as a result of the FCC’s Triennial Review Order. 

Project Manager for Liberty’s engagement to serve as advisors to commissioners of the District 
of Columbia Public Service Commission in their review of the Section 271 application of 
Verizon to provide in-region, interLATA service in the District. 

Project Manager for Liberty’s engagement to serve as advisor to the administrative law judge of 
the Delaware Public Service Commission in the review of the Section 271 application of Verizon 
to provide in-region, interLATA service in the state. 

Retained by the Idaho Public Utilities Commission to serve as administrative law judge in 
complaint proceedings involving three paging companies and Qwest, involving a variety of 
financial disputes arising out of interconnection and tariff purchases. 

Conducted wholesale performance metrics training for staff members and commissioners of the 
Pennsylvania Public Utility Commission as part of efforts to monitor service quality and 
payments under the Verizon Performance Assurance Plan adopted in connection with the 
RBOC’s entry into the in-region inter-LATA market in Pennsylvania. 

Engagement Director for Liberty’s comprehensive financial review of Verizon New Jersey Inc. 
(VNJ) for the New Jersey Board of Public Utilities. The review had three parts: a financial 
evaluation; a review of merger costs and savings; and an assessment of affiliate costs and 
transactions. 
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Engagement Director for Liberty’s audit of Ameritech-Ohio policies, procedures and compliance 
with service quality performance requirements under Ohio’s Minimum Telephone Service 
Standards. 

Engagement Director for Liberty’s audit of Qwest’s performance measures for the Regional 
Oversight Committee (ROC). Responsible for the evaluation of the processes and data tracking 
of several hundred wholesale and retail performance indicators including service areas such as 
provisioning, OSS access, maintenance and repair, and billing. 

Project Manager and hearing administrator for Qwest’s 271 hearings for the commissions of 
Idaho, Iowa, Montana, New Mexico, North Dakota, Utah, and Wyoming. 

Engagement Director for Liberty’s assistance provided to the Staffs of the Virginia State 
Corporation Commission and the New Jersey Board of Public Utilities in the implementation of 
the 1996 Telecommunications Act. 

Project Manager for Liberty’s assistance to Delaware PSC arbitrators in seven different 
interconnection cases arising out of the Telecommunications Act. 

Served on an arbitration board in Mississippi, and as the sole arbitrator in two cases in Idaho 
regarding interconnection agreements between incumbent local-exchange companies and new 
entrants to the local telephone market. 

Engagement Director for Liberty’s work determining permanent prices for the unbundled- 
network elements of Southwestern Bell Telephone for the Oklahoma Corporation Commission. 

Engagement Director for Liberty’s provision of arbitration services to the North Dakota Public 
Service Commission and Nebraska Public Service Commission in cases involving 
implementation of the Telecommunications Act of 1996. 

Engagement Director for Liberty’s combined comprehensive managemendaffiliate-relations 
audit of Bell Atlantic - Pennsylvania for the PAPUC, and affiliate relations audit of Bell Atlantic 
- District of Columbia for the Public Service Commission (DCPSC) of the District of Columbia. 
Served as team leader with responsibility for the coordination of the review of executive 
management, finance, and support services. 

Engagement Director for Liberty’s examination of the accounting and allocation on lobbying 
costs of Bell Atlantic for an eight-year period for the DCPSC. Engagement included an 
examination of the propriety of policies and procedures for assigning and allocating lobbying 
costs. 

Engagement Director for a management audit of GTE South, Inc. for the Kentucky Public 
Service Commission. This examination included a review of GTE’s affiliate transactions. 
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Project Director for Liberty’s evaluation of New York Telephone’s transactions with affiliates 
for the NYPSC. Responsible for the review of affiliates involved in directories publishing, 
government affairs, international activities, information services, and the legal-affairs entity. 

Project Director for Liberty’s management audit of the affiliated interests of C&P Telephone of 
Maryland performed on behalf of the Maryland Public Service Commission. 

Engagement Director for Liberty’s two assignments for the DCPSC in reviewing Bell Atlantic - 
District of Columbia’s construction-program planning and quality-of-service standards. 

Other Companies 

Set up and managed service and facilities section of the PP&L Regulatory Affairs Department. 
Counseled utility management on regulatory and legislative matters. Litigated rate related and 
facility construction proceedings before agencies and the courts. 

Attorney for the PAPUC. Assigned as counsel to the Commission’s Audit Bureau in developing 
a comprehensive management-audit system. Negotiated contracts for the first commission- 
ordered management audits in Pennsylvania. Revised Commission organization and practice to 
conform to regulatory-reform legislation. 

Testimony 

Nova Scotia Utility and Review Board - Testimony on the prudence of fuel procurement, 
affiliate relationships associated with fuel management, and use of an automatic adjustment 
clause to recover fuel costs. 

Arizona Corporation Commission - Testimony on the merits and conditions of the proposed 
acquisition of UniSource by private investors. 

Oregon Public Utility Commission - Testimony on the merits and conditions of the proposed 
acquisition of Portland General Electric by private investors. 

Virginia State Corporation Commission - Testimony in arbitration cases regarding 
interconnection agreements between Bell Atlantic - VA and competing local exchange 
companies. 

PAPUC - Presentation of management-audit recommendations and benefits for selected 
conclusions in West Penn Power Company request for rate increase. 

Maryland Public Service Commission - Presentation and defense of management-audit 
conclusions, recommendations, and cost implications in C&P Telephone Company of Maryland 
(Bell Atlantic) rate case. 
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Illinois Commerce Commission - Testimony about fuels organization, procurement, and 
management in fuel-cost reconciliation proceedings. 

Maryland Public Service Commission - Testified regarding Baltimore Gas & Electric I Company’s affiliate relations. 

Tennessee Regulatory Authority - Testified regarding Liberty’s recommendations in a 
management audit of United Cities Gas Company. 

Education 

J.D., with academic honors, Dickinson School of Law 
B.A., cum laude, Dickinson College 
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The Liberty Consulting Group (“Liberty”) conducted for the Staff of the Arizona Corporation 
Commission (“the Commission”) an examination of fuel, purchased power, and plant operations 
policies, activities, and costs of Arizona Electric Power Cooperative, Inc. (“AEPCO” or “the 
Cooperative”), based in Benson, Arizona. 

Liberty is a management, operations, technical, and regulatory consulting firm that specializes in 
the energy and telecommunications utility businesses. Liberty has served more than two-thirds of 
the country’s utility regulatory authorities (and a number of others in North America) over a 
more than 25-year history. Liberty’s work has included many examinations of electric utility 
fuel, power purchase, and power production management, operations, and prudence for 
regulators across the country. Liberty has also performed extensive work in the examination of 
fuel and purchased power cost recovery through adjustment clauses, focusing on clause design, 
operation, and accuracy. 

Liberty conducted this review in the context of an AEPCO rate filing before the Commission at 
Docket No. E-01773A-12-0305. 

The objective of Liberty’s review was to verify that AEPCO has acted prudently and reasonably 
in assuring cost and operational effectiveness in these areas. Liberty’s examination included the 
following areas identified in the Request for Proposals (“RFP”): 

Audit AEPCO’s fuel and purchased power costs during the test year. 
Determine if there have been declines in operating availability, equivalent availability, or 
capacity factors of the generating plants owned by AEPCO and, if so, determine any 
impact of such decline on ratepayers. 
Calculate a base cost of fuel and purchased power to be used prospectively. 
Review AEPCO’s proposed changes to its PPFAC mechanism. 
Make any necessary changes to the PPFAC Plan of Administration. 

Liberty created the following task structure to facilitate its examination of the 18 included areas: 
0 

0 Coal 
0 Power Transactions 
0 PPFAC Mechanism Review 
0 

Fuel Oils and Natural Gas 

Power Plant Operations (which is covered together with Liberty’s Engineering Analysis 
and filed under separate cover. 
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AEPCO’s steam units generally run on coal, and its combustion turbines generally run on natural 
gas. An AEPCO combined-cycle unit also runs on gas. AEPCO modified Unit ST2 to bum gas in 
1989; it similarly modified ST3 in 1993. At those times, AEPCO tested both units on gas for 
several months (ST2) or several weeks (ST3), and then resumed firing them with coal. ST3 
switched to gas at the end of January 2012 to take advantage of low gas prices. It burned gas for 
about five months, and then returned to coal in early July. 

AEPCO’s gas turbines can use fuel oils as an alternative to natural gas. Steam Unit No. 1 could 
burn fuel oils. Fuel oils fed the igniters for the coal units. Gas has been available and 
competitively priced, so there has been no need to use fuel oils as generating fuels. AEPCO 
switched the igniters to natural gas in the 1980s. 

GT4 has a 130,000 gallon tank for fuel-oil storage. This sizing provides 48 hours of operation at 
full load if operating on oil. Only “minimal” quantities are kept in the tank, however, because 
local fuel oil dealers can re-supply it quickly if necessary. Diesel fuel, kept in a smaller, 10,000- 
gallon tank, powers trucks and heavy equipment moving coal at Apache Station. 

Liberty reviewed AEPCO’s use of fuel oils and natural gas in the Test Year (2011), and the 
Cooperative’s adjustments to Test-Year costs to account for “known and certain” changes in 
those costs. This chapter presents our findings and conclusions. 

The Company reports that it out-sourced its scheduling and trading functions to ACES Power 
Marketing LLC (APM) in May 201 1. APM had previously performed a number of hnctions for 
AEPCO, including: 

0 

0 Contract negotiation and administration; 
0 Trading controls, including trade capture and validation, and policy compliance 

0 

Counterparty credit analysis and exposure monitoring; 

monitoring; and 
Risk management, including policy development and implementation. 

The additional functions transferred consisted of portfolio management and operations, including 
generation-unit scheduling, and power and natural-gas trading. 

APM formed a Western Region Trading Center, which is located in AEPCO’s offices. AEPCO’s 
generating units are scheduled and dispatched from there. Natural gas purchasing occurs at 
APM’s home office in Indiana. 

Fuel-supply planning occurs under a joint effort between AEPCO and APM. The member 
cooperatives submit load forecasts, which are checked for consistency and aggregated by a 
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aggregated load forecasts are then run through a dispatch- 
to forecast: 

Generation by each of AEPCO’s generating units 
Purchase requirements under each of AEPCO’s long-term power-purchase contracts. 

The forecasts initially cover the next five years, and then undergo multiple updates during the 
year. These activities occur as part of AEPCO’s budgeting and business-planning processes. 

The generation forecasts also produce estimates of requirements for generating fuels. Fuel prices 
and forward power prices within AEPCO’s power-coordination area serve as inputs to the 
forecasting process. Outputs therefore include possible economy power purchases and sales, as 
well as quantities of fuel required, if power purchases or sales are indicated by relative price 
levels. Through this process, AEPCO generates fuel-requirements forecasts by month for the 
next five years. 

In the 2010 Rate Case, AEPCO proposed, and the Commission agreed, to segregate its power- 
supply resources into “Base Resources” and “Other Resources.” Base Resources are the 
Company’s two large steam units (ST2 and ST3), currently operating on coal, plus its power- 
purchase contracts from hydroelectric projects. Other Resources include its gas-fired generation 
and market purchases. Some natural gas is used for flame stabilization in ‘the coal-fired units; 
that gas is classified to Base Resources. Similarly, the diesel fuel used to power coal-handling 
equipment is considered a Base Resource fuel expense. Its cost flows through the Base Resource 
PPFAC. Costs incurred for natural gas requirements above those for flame stabilization, if any, 
flow through the Other Resources component of the PPFAC. As discussed below, most of the 
diesel fuel that is not in Base Resource fuel expense is assigned to capital projects. 

AEPCO no longer has a natural gas hedging plan. The hedging plan was terminated due to the 
fact that the Partial Requirements Members (“PRMs”) decided to hedge their own exposure to 
natural gas and power prices. AEPCO is still responsible for hedging natural gas prices for the 
All Requirements Members (“ARMS”). At the time that the hedging plan was terminated, 
however, AEPCO had hedged some gas through 2013. Because the hedging needs of the ARMs 
are small, no additional hedges are needed at this time. 

Operationally, APM schedules AEPCO’s generating units, and optimizes the use of AEPCO’s 
generating and fuel-purchase resources through power and gas trading. Gas is either burned in 
the gas-fired units at Apache Station or sent to storage for future use. Power is generated, bought, 
or sold, depending on AEPCO’s marginal costs of generation relative to power-market prices. 
APM tracks the gas purchases, and provides AEPCO’s Energy Services unit with a monthly 
report that verifies the amount to be paid to each vendor. Energy Services reviews and approves 
invoices for payment. 

Quantities of gas delivered, as measured by the pipeline, are compared to usage by the 
generating units. Comparisons use hourly data. When discrepancies are noted, meters are 
recalibrated. 

~ 
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In the test year (2011), AEPCO used almost 56,000 gallons of diesel fuel. Total cost was 
$170,998. Almost 80 percent of that amount was classified as a fuel cost, and forms part of the 
Base Resources fuel cost. Most of the other expenditures for fuel oils in that year were assigned 
to various capital projects. Those projects included a major boiler-tube overhaul and a steam- 
turbine overhaul. The Company’s filing includes no adjustments to these costs going forward. 

AEPCO retains on its property the 11,000,000 gallons of fuel-oil storage facilities that Liberty 
reported in 2010. The higher cost of fuel oils and the age of AEPCO’s generating units that are 
capable of burning fuel fi-om those tanks led AEPCO to close all storage tanks, with the 
exception of the 130,000-gallon tank associated with GT4, and the 10,000-gallon tank used to 
supply heavy equipment. 

AEPCO’s inventory-control practices for its diesel fuel are reported to be the same as they were 
when Liberty reviewed them in 2010. External audits have revealed no issues with either 
inventory levels or inventory-management processes since Liberty’s prior review. The Company 
reports that internal audits have not recently addressed these subjects. 

a. Fixed Gas Costs 
Pipeline CaDacity 
AEPCO’s Apache Generating Station is served exclusively by the El Paso Natural Gas Pipeline 
system (“El Paso”). El Paso’s rates and services were restructured in its 2006 rate case before the 
Federal Energy Regulatory Commission (“FERC”). As a result of that restructuring, AEPCO 
changed from “all-requirements” service to a combination of conventional gas-transportation 
contracts and contracts for “premium” services. The latter allow AEPCO to take its maximum 
contracted quantities over 8 or 12 hours, rather than the usual 24 hours. 

The contracts entered as a result of El Paso’s restructuring expire in 2016. El Paso’s charges 
increased in 2011 as a result of a rate case. Charges to AEPCO went from $4,761,759 to 
$4,954,965 per year, an increase of $193,206. 

Natural Gas Storage 
Natural gas storage on the El Paso system is only available to shippers from the Keystone 
Storage facility, located near the border between west Texas and eastern New Mexico, and 
owned by Chevron. El Paso has some storage, but utilizes it fully to support the services it 
provides. AEPCO has had a contract for storage service from the Keystone facility, but re- 
evaluated its requirement for the service in late 201 1, as its contract was expiring at the end of 
the 20 1 1/2012 withdrawal season (March 3 1 , 20 12). 

AEPCO asked APM to assist in evaluating whether to renew the service. The analysis evaluated 
three scenarios: 

*- 
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That option was judged 

AEPCO entered a new three-year contract for half the storage capacity and 
injectiodwithdrawal capacities provided by the previous one. The fixed costs of the new contract 
are a little less than half of those in the previous one, but the per-unit injection and withdrawal 
costs are the same. AEPCO estimates that the total cost going forward will be $241,359 less than 
the cost in the Test Year. 

Total Fixed Gas Costs 
AEPCO considers the changes in pipeline and storage charges to be “known and certain”; thus, 
both of those changes resulted in adjustments to Test Year costs. The net adjustment was a 
reduction of $48,153. 

b. Gas Commodity Costs 

AEPCO continues to buy natura1 gas under standard form contracts developed by the North 
American Energy Standards Board (‘NAESB”) and the Gas Industry Standards Board (GISB). 
AEPCO presently has active NAESB contracts with 13 counterparties, and GISB contracts with 
three. Since May 20 1 1 , all transactions under those contracts have been scheduled, executed and 
tracked by APM. 

c. “Base” and “Other” Gas Costs 
The fixed and variable gas costs incurred in 201 1, divided between Base and Other components 
of AEPCO’s costs, are presented in the tables on the next two pages. As noted, AEPCO is 
proposing to reduce its fEed costs by $48,153, and reallocate them among its members as 
approved by the Commission in Decision No. 72735. The allowance for variable costs will stay 
the same. 
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Other Gas Costs 

1. The Company’s allowance for the cost of fuel oils in the Base Cost of Fuel and 
Purchased Power is acceptable. 

The Company proposes no adjustment to its fuel oils expense. Eighty percent of this cost is 
diesel fuel to power coal-handling equipment at Apache Station. If the amount of coal consumed 
in ST2 and ST3 changes, the quantity of diesel used to move the coal will likely change. 
Whether the change will be proportional to the change in coal consumption is not clear, however, 
and the effect of the change in overall fie1 costs, or even Base Fuel Costs, will be small. 
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Diesel-fuel prices going forward are not materially different from what they were in the Test 
Year. Inventory management practices are the same as in 2010, with no issues reported in either 
internal or external audits. Thus, Liberty proposes no change in the amount of this expense at this 
time. 

2. The Company’s reduction in its contract for natural gas storage services is reasonable. 

The Company’s contract for this service expired at the end of the 201 1/2012 withdrawal season. 
Prior to that time, it analyzed its continuing requirement for that service, with APM’s help. The 
analysis included several options, and considered both partial-requirements and all-requirements 
customers’ needs. The analysis supported reducing the service, which was done. The decision 
was reasonable, and the proper adjustment was made to AEPCO’s costs for the purpose of 
setting its Base Fuel Costs. 

3. The Company’s allowance for the cost of natural gas in the Base Cost of Fuel and 
Purchased Power is acceptable. 

The Company has proposed a reduction of $48,000 in its fixed gas costs, resulting from 
offsetting changes from Test-Year costs: 

An increase of $193,000 in pipeline fixed costs, due to an increase in El Paso’s rates 
A decrease o f  $241,000 in storage costs, due to a decrease in the amounts of storage 
services under contract. 

0 

Both of these changes are considered “known and certain.” 

The commodity cost used in the filing is per MMBtu. The price of natural gas has fallen 
considerably since that time. As this report is being written (late February 2013), the forward 
prices for the six months beginning November 1 of this year average about $3.80 per MMBtu, or 
a little over per MMBtu lower than the cost in the filing. AEPCO personnel are aware of this 
change; they do not propose an adjustment, however, because they do not consider futures prices 
to be a “known and certain” change. 

At this time, Liberty does not propose an adjustment. 

Liberty has no recommendations in this area. 
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This chapter addresses the following areas related to coal use at AEPCO: 

Fuel Burned Sources Prices 
Contract Actions Transportation Inventory 

Contract Purchases and Summaries 

1. Coal Forecast Versus Actual Consumption 
AEPCO bums coal at the two units of the Apache Generating Station (Apache). Rail 
transportation provides the primary transport method for coal consumed by AEPCO to generate 
electricity at Apache. AEPCO receives coal under a combination of long-term and short-term (or 
“spot”) fuel supply contracts. Long-term contracts consist of obligations whose terms equal or 
exceed one year; spot agreements have durations of less than a year. Each Apache coal unit (ST2 
and ST3) has a net rating of 175 MW. Together, their annual coal consumption has recently run 
in the 1.2 million ton range. 

AEPCO bums low sulfur western coals from the Wyoming Powder River Basin (“PRB”), from 
Western Colorado, and fi-om New Mexico. These coals range in sulfur content from a low of 
approximately 0.36 percent for Western Colorado coal to 0.93 percent for New Mexico coal. 

The following table summarizes the annual comparisons between coal burn forecasts and actual 
coal burned at Apache from 2010 through 2012: 

Coal ConsumDtion: Forecast Versus Actual 
I Item I 2010 I 2011 I 2012 I 

The next graph shows total coal consumption in tons, by month fiom January 2010 through 
December 2012. The graph compares this actual bum information with AEPCO’s forecasts of 
burns for each month. 
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Actual versus Forecast Coal Consumption 

The preceding graph and table show reasonable correlation between forecast and actual coal 
consumption for 20 10. For 20 1 1 , the variation was in the same direction, with the forecast being 
higher than actual, but with an 8 percent difference between forecast and actual. For the year of 
2012, the difference was in the opposite direction, with actual consumption being 30.0 percent 
higher than forecast. This variance is very high. This divergence is due mainly to natural gas 
prices which differed greatly from expectations during 201 1 and 2012. 

The following graph shows the relative distribution of AEPCO’s three supply sources from 2008 
through 2012: the Powder River Basin of Wyoming, Western Colorado, and New Mexico. The 
graph makes apparent the dramatic shift in coal supply sources that took place in 2009 because 
of overall coal supply economic considerations. In 2010 and 201 1, deliveries came entirely from 
New Mexico under the Peabody COALSALES Contract. Deliveries amounted to approximately 
1,025,000 tons per year. 

In November 20 1 1, AEPCO received a decision from the Surface Transportation Board (STB) in 
a rail rate case addressing transportation rates for the New Mexico, Northern Powder River Basin 
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and Montana coal origins served by the BNSF Railway. Because of more favorable rail rates, in 
2012 AEPCO began using new supplies of coal from Wyoming as discussed below in Section 4. 
AEPCO’s 2012 coal deliveries amounted to = tons from New Mexico, and tons 
fiom Wyoming. Coal deliveries in 2012 fell significantly below 2010 and 2011 levels as low 
priced natural gas and purchased power displaced own generation, and as AEPCO sought to 
reduce coal inventory levels. 

Geographic Distribution of Coal SUDD~V 

The next graph shows delivered coal prices for coal consumed at the Apache generating station. 
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Actual vs. Forecast Delivered Coal Prices -_ 1 3400 

I 

240.0 

i 
I 

20.0 

\ , A  

AEPCO prepared in December 2009 a coal-price forecast for the years 2010 through 2013. 
AEPCO has updated the forecast annually (in either the 3'd or 4" quarter) as the Cooperative 
prepared its operating plan for the following year. 

The following, obtained from Energy Information Administration ("EIA") data, compares the 
prices of coal delivered to the AEPCO Apache Station with prices at four other Arizona power 
generating stations. Direct comparisons are difficult because of the significant differences in 
distance from mine to power plant, type of coal (Colorado/Wyoming/New Mexico), and contract 
type (tedspot).  Overall, AEiPCO prices have been competitive, especially considering Tucson 
Electric Power's ("TEP") Sundt Station. This information aIso demonstrates that AEPCO has 
reduced coal prices over the near term. 
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El Segundo NM 
Lee Ranch NM 
Black Thunder WY 
Buckskin WY 

Energy Information Administration Data 
Prices - Delivered $/MMBtu 

I 

500 Contract $2.90 $3.15 $2.75 
500 Contract $2.90 $3.12 

1140 Spot $2.42 
1140 Spot $3.01 

Mine Distance Contract 1 2010 I 2011 I 2012 1 AEPCo-Apache 1 State 1 Miles I 

APS - Cholla 
El Segundo 
Lee Ranch 

NM 193 Contract $1.82 $1.90 
NM 193 Contract $1.69 $1.80 $1.86 

McKinley 
TwentyMile 

Antelope 1000 1 spot I $2.40 I $2.41 I $2.49 
1 

NM 600 Contract $4.66 
co 1370 Contract $3.53 $3.62 

TEP - Sundt I I I I I ~ I --1 

I I 

Independently, Liberty obtained the following comparative data from its own sources of mine 
price data for the three power plants that obtained short-term coal in 2012 from the Peabody El 
Segundo Mine in New Mexico: 

2012 Mine Price Data 
Short Term Coal Contract Prices 

These data show that AEPCO succeeded in 2012 in obtaining short-term contract coal for 
delivery to Apache on a competitive basis. 
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4; Contract Purchases and Summafia " . ' . " r  r , ?  ; . , 

AEPCO purchased all of its supply in 2010 and 201 lfor the Apache Station under a single coal 
supply agreement with Peabody COALSALES. The coal came from the Lee Ranch and El 
Segundo coal mines in New Mexico, under an agreement entered into during the fall of 2008. 
This contract provided for delivery of 1,100,000 tons of coal in 2009 and 1,150,000 tons of coal 
in each of the years 2010 and 201 1. The transportation for this coal came under common carrier 
pricing authority with the BNSF Railway. This coal has an average heat content of 9,200 Btu/lb 
and a sulfur content of 0.93 percent. Negotiations for renewal of this contract with Peabody 
continued for much of 2012, and concluded with a new four-year contract as summarized below. 

Low 2012 prices for natural gas and purchased power, combined with high coal inventory levels, 
' allowed AEPCO to delay entering into a new contract for long-term supply beyond 2012. 
AEPCO did, however, enter into a number of short-term coal supply agreements for delivery in 
2012. The next paragraphs discuss these agreements. 

AEPCO applies a structured process to purchasing its coal supplies. The procurement process 
starts with development of an RFP that specifies the details of the required coal supply. The 
specified parameters include desired length of term, preferred source of supply, delivery point, 
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pricing provisions, quality and quantity. For example, the procurements in early 2012 started 
with an RFP issued to the Cooperative’s list of potential coal suppliers. These potential suppliers 
(covering coal fiom Wyoming, Colorado and New Mexico) comprised those suppliers that 
AEPCO believed were capable of providing the desired coal supply. 

Multiple bids came fiom potential suppliers. AEPCO began a detailed analysis process that 
considered all alternatives of supply and various blends of coals to achieve optimum economics 
and performance at Apache. AEPCO believed that not all bids were sufficiently favorable. It 
therefore in February issued a notice to all potential coal suppliers of the opportunity to refresh 
their bids. AEPCO conducted all evaluations on the basis of final delivered cost to Apache in 
dollars per MMBtu. 

AEPCO first identified the most optimum economic package of coal supply, and then reviewed 
the proposed procurement with the internal Coal Supply Group. The procurement approved by 
the Coal Supply Group went to the AEPCO Board of Directors for final approval. The potential 
urocurement underwent detailed discussion and the Board formallv auuroved the mocurement. 

the Chief Executive Officer’s spot coal supply purchasing authority matrix. 

Liberty examined all of AEPCO’s coal procurement for 2012. In all cases, AEPCO sent RFPs to 
appropriate lists of potential suppliers, performed detailed analyses, followed appropriate 
procedures, obtained proper approvals, and fully justified the procurement. 

I 

on 

During the period from January 1, 2010 through 2012, there were no coal contract price 
redeterminations invoked by AEPCO or its coal suppliers. There were no coal-contract 
terminations for reasons other than normal contract date expirations. Currently, no open or 
unresolved coal contract issues exist. 

During the period from January 1, 2010 through 2012 one Force Majeure event occurred. 
Peabody COALSALES provided notice to AEPCO of Force Majeure at the El Segundo Mine in 
New Mexico on May 7, 2010. The mine had experienced unforeseen equipment breakdowns 
beginning on March 26, 2010. This Force Majeure event extended to August 11, 2010. It 
affected the delivery of 141,000 tons of coal to AEPCO. The parties met a number of times to 
resolve the issue of the affected tonnage. As a result of these meetings, these tons of coal were 
canceled out of the coal supply agreement for the year 20 10. 
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.” 6.’ ’ Transpo-qatiob s c  

ives coal fiom sources on the Union Pacific Railroad and on the BNSF Railway. For 
04 through 2008; PCO’s only contracted fuel transportati as with the Union 
oad. It provided a minimum volume of 1,000,000 net of coal per year. 

Volumes of coal shipped via the BNSF Railway moved under common-carrier pricing authorities 
(tariffs). After 2008, AEPCO shipped coal solely under railroad tariffs, and has not had any open 
or uncontracted coal transportation. 

Rates for rail transportation of coal have formed a matter of significant attention for AEPCO. In 
2008, the Union Pacific Railroad issued a 2009 transportation rate proposal that would have 
resulted in potential, dramatic price increases for AEPCO. At the same time, AEPCO was 
considering a new coal-supply agreement to run for three years fiom 2009 through 201 1. 
Primarily due to expected large increases in transportation costs, AEPCO’s 2008 coal RFP 
process threatened to produce an increase in total coal and transportation costs for 2009 of 124 
percent over 2008, or $63 million annually. 

This dramatic potential increase in transportation costs influenced AEPCO he1 strategies in a 
number of ways. Briefly, the potential increase in 2009 transportation costs led to AEPCO’s coal 
stockpiling strategy in 2008 and to the decision to shift coal supply sources fiom a Union 
Pacific-sourced, WyomingjColorado mix to a New Mexico supply delivered on the BNSF. The 
three-year coal contract with COALSALES for delivery in 2009 through 201 1, for coal from the 
El Segundo and Lee Ranch Mines, reflects that shift. 

The proposed, dramatic increase in transportation rates led AEPCO to file a rate-complaint case 
with the US.  Surface Transportation Board (“STB”). Finally, as discussed earlier, in November 
201 1, AEPCO received a favorable decision from the STB. 

The following information summarizes annual coal transportation contracts and tariffs for the 
years 2010 through 2012: 
2010 

0 Transportation provider - BNSF Railway 
BNSF Common Carrier Pricing Authority 57966 
Actual tons shipped = 1,101,050 tons fiom Lee Ranch & El Segundo Mines in New 
Mexico under the Peabody COALSALES contract. 

Transportation provider - BNSF Railway 
BNSF Common Carrier Pricing Authority 57966 

- 2011 

0 

ApriI29, 2013 
The Liberty Consulting Group 

Page 15 



Direct Testimony of John Antonuk 
Docket No. E-01773A-12-0305 

Exhibit JEA-2 

0 Actual tons shipped = 1,056,935 tons from Lee Ranch & El Segundo Mines in New 
Mexico under the Peabody COALSALES contract. 

Transportation providers - BNSF Railway & UP Railroad 
For Buckskin Mine 

- 2012 

0 

0 

0 

mskc ommon Camer Pricing Authonty 5%%U 

UP Railroad Common Carrier Pricing Authority 4221, Item 2300 (via Pueblo, CO 
interchange) 
Actual tons shipped = 26,619 tons from the Buckskin Mine in Wyoming from Northern 
PRB BNSF coaI origins via BNSF Railway and UP Railroad common carrier pricing 
authorities. 

For Lee Ranch & El Segundo Mines 
0 

0 

0 

BNSF Common Carrier Pricing Authority 58279 
UP Railroad Common Carrier Pricing Authority 4221, Item 2300 (via Deming, NM 
interchange) 
Actual tons shipped = 390,280 from Lee Ranch & El Segundo Mines in NM via BNSF 
Railway and UP Railroad common carrier pricing authorities. 

For Southern PN3 &€demb€ml Mkes 
0 

0 

0 

0 

UP Railroad Contract UP-C-54841, with maximum 300,000 tons allowed in 2012 
In November, AEPCO received allowance from U p  to ship an additional 28,000 tons 
under this contract in the month of December 201 2 
Enserco coal contracts were for a total of 328,000 tons under two agreements 
Actual tons shipped through 12/14/2012 = 296,821 from Black Thunder Mine. 

a. Targets 

AEPCO has established a coal inventory policy. The Coal Supply Group reviews it annually, 
taking into consideration the industry average of coal inventory, coal market conditions, coal 

During that period various power sales contracts were in place, coal prices were more 
competitive, and member demand for energy was higher. AEPCO has calculated that of the total 
coal inventory, approximately 20 days of coal, or 66,000 tons are not recoverable, unburnable 
tonnage. 

For various financial, operational, environmental compliance and business strategic reasons, 
AEPCO has not maintained its coal inventory within the target range since the year 2008. 
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Year 

2010 

2011 

2012 

b. Recent Coal Inventory Growth 

AEPCO decided to permit inventory to grow in 2008, in order to avoid what it deemed to be 
excessive increases in coal transportation rates on the Union Pacific Railroad beginning in 2009. 
The actual stockpiling began in July 2008, and continued into early 2010. 

Jan Feb Mar Apr May 

w w w 
~ ~ - - ~ ~ ~  

inventory was appropriate. AEPCO followed a reasonable plan in 2 0 1 0 k d  201 1 to gradually 
bring the inventory down. However, in 
Febm’ary 2012, inventory increased again dramatically. The following tables show the AEPCO 
coal inventory on both a Days and Tonnage basis. Actual useable inventory is 20 days less than 
the numbers shown. 

Coal Inventorv Levels (Days) 
___. 

Jun Jul Aug Sep Oct Nov Dec 

m 

Coal Inventory Levels (Tons) 

~ ~ 

The following graph presents a summary of the coal inventory data from the previous two tables: 
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For comparison purposes, the above graph also includes annual average coal inventory numbers 
for all national G&T Cooperatives, taken from the publication of the National Rural Utilities 
Cooperative Finance Corporation. These data show that the national average in 2010 was 73 
days, and in 2011 was 74 days. These national G&T data show that AEPCO has continually 
ranked much higher than the national G&T average. 

The graph shows visually that AEPCO was relatively successful in reducing coal inventory 
levels until about March of 2012, when coal inventory spiked up again. Inventory came down 
significantly in early 2012 because no coal was being purchased. As discussed earlier, the 
decision had been made to delay entering into a long-term coal contract, and negotiations were 
underway for short-term coal to be purchased in 2012. 

high coal costs and high transportation costs. Accordingly, this coal has not been part of recent 
coal consumption planning. Coal purchases after March in 2012 were greater than Apache coal 
bum; therefore, coal inventory increased again to the degree that purchases have exceeded 
consumption. 
-- _I_ __. - . __. ___ - - __ _ _  - - - . - 
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Because of high coal inventory levels, Liberty is recommending a reduction in value for 
ratemaking purposes, as discussed in Dennis Kalbarczyk’s Direct Testimony on Rate Base and 
Revenue Requirement, specifically pages 16 and 17. 

c. Physical Coal Inventory Measurements 

AEPCO has been conducting annual coal inventory surveys since 2005 to confirm coal inventory 
levels and to ensure correspondence between book and physical inventory amounts. AEPCO 
began biannual physical surveys in 2008, because of the significant amount of coal in inventory, 
as compared to previous levels. Physical inventory measurements have been conducted using 
aerial flyover techniques and density measurements obtained through bore-hole samples. 

In 2010 and 201 1, AEPCO made adjustments to coal inventory using a 0 percent tolerance level 
- that is adjustments were made if there was any variation between coal physical survey results 
and book value. AEPCO conducted a 2012 survey of U.S. electric utilities, and determined that 
the Cooperative would be more in line with others if adjustments were only made when 
variations between survey and book exceeded +/- 3 percent. Accordingly, the following 
adjustments were made to book inventory as a result of the semiannual physical coal surveys: 

Coal Inventorv ComDarison - Phvsical vs. Book Inventorv 
I n-c ,  I Book I Physical I Difference I Difference I Adjustment I 

I 12/2011 

(tons) 
0 

5,873 
(15,942) 

2,472 
2,062 

> ercen t) 
(0.0021 

1.38 
(4.46) 

0.57 
0.56 

(tons *I 

The table does not show that survey results in mid-201 1 called for an adjustment of (16,447) 
tons. Management decided to wait until the December survey results before making any 
adjustment, since mid-year survey results were not received until the end of August 201 1 .  The 
table also shows that in 2012 the survey results and book value were within +/- 3 percent; 
therefore, no adjustments to book value occurred. 

1. AEPCO effectively procured short-term contract coal for delivery in 2012. 

AEPCO was effective in 2012 in procuring short-term contract coal for delivery in 2012. Of the 
three power plants receiving short-term contract coal from Peabody’s El Segundo Mine in New 
Mexico in 2012, AEPCO’s Apache Station had the lowest mine price on a $/Ton basis. 

2. AEPCO achieved favorable reductions in coal costs in 2012, on a $/MMBtu basis, 
through its short-term coal procurement strategy. 
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Comparative coal price data obtained by Liberty showed that AEPCO short-term coal contract 
prices in 2012 were the lowest of three Arizona power plants obtaining coal from the Peabody El 
Segundo Mine in New Mexico. Thcsc prices were as follows: 

Mine Price I Powerplant I S,T-- 
tin I 

1 Coronado I 

For comparison, the following table shows how these prices contributed to an overall reduction 
in Apache coal prices for the years 2010 through 2012, on a $/MMBtu basis: 

AEPCO - Apache 

El Segundo 
Lee Ranch 
Black Thunder 
Buckskin 

3. AEPCO achieved favorable results through its challenge of rail rates, through filings 
with the Surface Transportation Board. 

The Surface Transportation Board’s (“STB’’) Decision represented a favorable result for 
AEPCO. The decision describes the procedure for calculating AEPCO’s maximum reasonable 
rates as follows: 

In this case, AEPCO has demonstrated that the challenged rates are 
unreasonable under the SAC test. Accordingly, we will order defendants to pay 
reparations to AEPCO (with interest) for prior shipments, and we will prescribe 
the maximum lawful rate that defendants can charge through 2018 . . . . , . We 
will order the railroads to establish transportation rates no higher than the 180% 
jurisdictional floor, which will provide AEPCO a 28% reduction in the 
transportation rate for 2009, and an average reduction of 37% over the I0-year 
period for which AEPCO is entitled to relief: . . . . Although the record does not 
provide the data needed to calculate precisely the total amount of reparations due 
to AEPCO, we estimate that reparations are roughly $4.5 million in 2009. We 
further estimate that the total relief AEPCO will obtain as a result of this order - 
including both reparations and the lower prescribed rate through 2018 - will 
approximate $63 million (in current dollars). 

In addition, the STB decision opened up new coal supply origins, increasing competition among 
suppliers. Significantly, both the BNSF and UP will now compete for AEPCO’s business out of 
the Powder River Basin. 

- _- I____ -- __ _I_ - ____ - ~ 
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4. AEPCO’s forecasting of coal consumption has deteriorated since 2010. The difference 
between actual and forecast was within a typical range in 2010 and 2011, but was well 
outside a normal band percent in 2012. (Recommendation # I )  

AEPCO data showed a reasonable correlation between forecast and actual coal consumption for 
2010, with the difference being only 0.4 percent. For 201 1, the variation was in the same 
direction, with forecast being higher than actual, but with an 8 percent difference between 
forecast and actual. For the year of 2012, the difference was in the opposite direction, with actual 
consumption being 30.0 percent higher than forecast. This divergence was due mainly to natural 
gas prices, which were much lower than anticipated during 201 1 and 2012. 

5. AEPCO did not do a good job in 2012 of matching short-term coal procurement with 
coal consumption. (Recommendation #2) 

Deliveries under the long-term contract had terminated for the year 2012, and the Company had 
the opportunity through its short-term coal purchases to purchase minimum quantities of coal. 
Such purchases should have been only as necessary for coal consumption to be matched by a 
combination of coal from inventory and coal from current purchases. Because of poor planning, 
coal inventory levels grew significantly from March 2012 through July 2012, instead of 
declining further as they had been since early 20 10. 

6. AEPCO took a significant positive step in 2012 related to long-term coal inventory 
management. 

inventory and bringing inventory levels down to more reasonable levels. 

7. AEPCO made a good decision in 2012 to modify the book inventory adjustment 
tolerance band to +/- 3 percent. 

In 2010 and 201 1 , the Cooperative had been making adjustments to coal book inventory levels 
based on a zero tolerance band between results of coal physical inventory survey results and 
book inventory levels. Beginning in 2012, the Cooperative modified the tolerance band to +/- 3 
percent difference between physical inventory survey results and book inventory levels. This is 
in line with industry standards. 

8. AEPCO coal physical survey results, when compared to actual coal inventory book 
values, have been favorable from 2010 through 2012. 

The percentage difference variations at the survey adjustment times from 2010 through 2012 
have been (0.002), 1.38, (4.46), 0.57, and 0.56. Negative differences indicate book values greater 
than physical survey values, and positive values indicate book values less than physical survey 
values. 
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9. AEPCO’s policy on management of - in inventory has not been effective. 
(Recommendations #2 and #3) 

This is a premium coal with high Btu/lb, low sulfur, but also high cost. 
Consequently, the Cooperative not been considering this coal supply as normal consumable 
inventory, but has been holding this coal in inventory since 2008, and reserving its use for some 
undefined point in the future for possible operational and economic advantages. Such AEPCO 
policy on the - contributed to the difficulty in bringing coal inventory levels down 
to more reasonable levels. 

1. Re-evaluate forecasting of coal consumption to improve the match between forecasts 
and actual coal consumption. (Conclusion #) 

The match between forecasts for coal consumption and actual coal consumption has steadily 
been deteriorating since 201 0. AEPCO must re-evaluate its processes for forecasting coal 
consumption. This analysis is especially critical because consumption forecasts play a large role 
in coal procurement decisions, and consequently management of coal inventory levels. 
Reevaluation of forecasting processes will be supportive of the following recommendation to 
manage coal inventory levels more aggressively. 

2. Manage coal inventory more aggressively. (Conclusions #5 and #9) 
AEPCO coal inventory at Apache has remained considerably above its target levels since early 
2008. Some progress has been made in lowering inventory levels, but the Cooperative must 
demonstrate more consistent actions on inventory management which integrate all segments of 
overall coal supply management with the goal of bringing coal inventory levels down into the 
target range. 

3. Reevaluate the management of the premium, high Btu coal that has been withheld from 
the generation mix in inventory. (Conclusion #9) 

The significant quantities of - in inventory at Apache present considerable 
advantages to the Cooperative in terms of economics, quality of fuel available for consumption, 
and inventory management. These factors must be reevaluated with the goal of integrating them 
in the optimum manner, considering current conditions of the marketplace, inventory levels, and 
fuel supply (both quality of fuel available as well as the match with coal versus natural gas 
decisions). 
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The capacity from Apache is all allocated to its members in accordance with the levels specified 
in the Cooperative’s 2001 restructbing agreement. AEPCO has relied predominantly on its own 
generation to supply members’ loads, supplemented by small purchased power contracts and 
market power purchases. Its purchases fall into three principal categories: 

Contracts with the Western Area Power Administration (“WAPA”) and two small peaking 
power contracts 

Short-term purchases from regional power markets, when AEPCO is able to buy on a real- 
time (hourly) basis at a delivered price lower than its marginal cost to generate or to take 
from its purchase contracts 

Shorter-term purchases of market power that may be acquired to replace AEPCO generation 
during maintenance outages or at peak load times. 

AEPCO no longer makes substantial term sales of capacity and energy in excess of its member’s 
needs. In the recent past, a 20-yeary 100 MW wholesale sales contract with Salt River Project 
(“SRP”) provided for a large sale of capacity and energy that provided an offset to purchase 
power costs charged to members. When the SRP contract expired on December 31, 2010, 
AEPCO assigned the capacity and energy from the contract to its members in accordance with 
the 2001 restructuring agreement and the members’ contracts based on the proportion of their 
load to total member power requirements in 2001. 

1. AEPCO PowerPurch-es -6 

a. Power Purchase Summary 

The table below shows AEPCO’s power purchases from 2008 through 2012. Market energy 
comprises the primary purchase vehicle. AEPCO uses them when economic as compared to 
AEPCO’s own generation or firm peaking contracts. Short-term purchases primarily employ an 

The pricing of electric energy in the regional market is driven by natural gas prices, which have 
fallen drastically. However, AEPCO’s MWh purchases also show a slight decrease from levels 
in 2008 and 2009, despite the much lower pricing. The partial-requirements members may buy 
directly from the markets. Lower market pricing encourages this activity to a greater degree, 
which displaces some of AEPCO’s purchases. 
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Related transmission expenses have declined fiom - in 2008 to - in 2012, 
with a majority of the total annual transmission expenses paid to affiliate Southwest 
Transmission Cooperative. 

2. l ? i i  PurchaieCbnt 

AEPCO currently has contracts for firm power purchases fiom three sources: WAPA and two 
peaking contracts with Calpine-Southpoint and Dynegy-Griffith. The WAPA contracts provide a 
small amount of inexpensive, federal-project hydroelectric power allocated to AEPCO and its 
members. The WAPA contracts provide for about 32 MW of base load capacity and energy in 
the summer and about 20 MW during the winter months. However, AEPCO advises that WAPA 

takes its maximum allocated amounts at all times. 

In 2003, AEPCO solicited proposals for base load, medium-term, and peaking options, with the 
years 2008 through 2014 of primary interest. This solicitation and evaluation process resulted in 

AEPCO has called upon the Southpoint contract during the peak season in each year from 2008- 
2012, but has not used the Griffith contract. These contracts comprise a small percentage of the 
Cooperative’s total electric energy purchases. AEPCO advises that the capacity of the peaking 
contracts is allocated about 97 percent to partial requirements member Trico. AEPCO was 
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arranging for incremental power supply resources for this formerly all-requirements member 
prior to the initiation of the contracts. 

P p e  
r f -  e -  3. Electric Resource PIanni 7 2 ’  I ”  

Resource planning for memberxystem requirements has changed much in recent years, as 
AEPCO’s largest ARMS have become PRM. Traditionally, all six of AEPCO’s distribution 
cooperative members had all-requirements contracts. Mohave and Sulfur Springs, the largest and 
second-largest members, changed to partial-requirements contract status in 2001 and 2008, 
respectively. Trico, the third largest distribution member, became a partial-requirements member 
in 2011. AEPCO allocated to both PRMs and ARMs responsibility for a share of AEPCO’s 
power supply resources as part of the Cooperative’s 2001 restructuring. The allocations occurred 
in accordance with their June 2001 load requirements as a percentage of the AEPCO total. The 
three PRMs take responsibility for about 89 percent of AEPCO’s capacity. The three ARMs take 
the remaining 11 percent. The PRMs have the option to arrange for their own capacity and 
energy requirements above the allocated levels. They have exercised this option. Each partial- 
requirements member has taken on their own planning hc t ions  to meet incremental resource 
needs. AEPCO now plans for only the electric resource needs of the ARMs. Mohave and Sulfur 
Springs each use its own consultant to help with resource planning. The PRMs do not rely on 
AEPCO to plan for their electric resource needs, but AEPCO says that it is talking with these 
members regarding joint peaking resources in the future. However, the fact that the PRMs have 
decided to do resource planning on their own in the recent past indicates a lack of confidence 
among the parties and a refocused relationship with AEPCO. 

AEPCO has worked in recent years with the regional Southwest Public Power Resources Group 
(SPPR) electric joint purchasing group to solicit power supply resources. SPPR is an association 
of some 40 not-for-profit electricity providers and irrigation districts located in Arizona and 
southern Nevada. A 20 10 SPPR solicitation included AEPCO, which participated for the future 
electric resource needs of the all-requirements members only. The participation in the SPPR 
solicitation resulted in a new, fully dispatchable = contract with Sempra for 2015 through 
2039. The SPPR group in total signed contracts for 271 MW in June 201 1. Trico participated in 
the solicitation for its own future requirements, but opted out of any purchases. 

l a. Trading Operations Transfer to ACES 
I ACES Power Marketing (“APM”) has provided middle office (risk management) and back- 
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The director of energy services and an energy services project administrator remain at AEPCO. 
The director serves as an interface and coordinator between APM and the Cooperative, and 
oversees the overall trading operations, billing services, and the relationship with APM. The 
project administrator performs analytical support, billing unit modeling, reporting and 
compliance work, and serves as an interface with the accounting apartment. 

of about $1.5 million per year for retained staff, transmission systems support, programming 
staff and costs, and other support items related to trading operations not transferred to APM. 

AEPCO performed an evaluation of moving the trading operations to APM in 201 1, prior to the 
transaction. The evaluation compared AEPCO's existing budgets for the trading operations with 
APM fees to be paid and the ongoing costs of support services retained. Savings to AEPCO 
came from two sources: a) the staff reduction of two employees not replaced (about $250,000 per 
year); and b) estimated cost savings related to APM's sharing the cost of its new western region 
trading center 

The evaluation notes that APM can guarantee the savings because it plans to move its 
trading operations for two other western customers to the new office in 2012 and pass along a 
portion of the resulting savings to AEPCO. 

b. Term Trading and Scheduling 

Another effect of the three largest AEPCO members being PRMs is that they may schedule their 
own energy requirements with AEPCO (above minimum take levels and up to their allocated 
limits). They may also schedule and purchase AEPCO power, and sell part or all of it in the 
marketplace, if they choose. These scheduling options for the partial-requirements members have 
a large impact on trading operations and their capabilities. 

APM performs planning and scheduling on two-day ahead and day-ahead bases. Local traders 
contact the Mohave, Sulfur Springs, and Trico PRMs for their estimated schedule requirements, 
and perform a two-day ahead generation scheme. To the extent that the two-day ahead plan 
requires natural gas, the traders notify natural gas traders in Indianapolis. APM notes that little 
natural gas is purchased for the Apache gas-fired units, which do not run commonly, because of 
their comparatively low efficiency. 
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APM performs day-ahead scheduling for AEPCO the morning before the trading day. APM 
prepares a schedule of its upcoming resource commitments. This schedule seeks most 
economically to meet AEPCO’s system requirements for the next day. Scheduling is performed 
for the three PRMs as well as the much smaller ARMs. APM notes that its day-ahead schedulers 
must recognize and be reactive to the option that PRMs have to change their individual schedule 
as little as 70 minutes before the dispatch hour. The traders note that this last-minute option for 
the PRMs “ties the hands” of the schedulers. The schedulers are naturally discouraged from 
locking down day-ahead trades and resources that may have to be unwound at the last minute 
due to a trading directive from a partial-requirements member. 

We asked APM about term trading opportunities for AEPCO; e.g., buying or selling power for 
more than two or three days. Traders will “look at” trades of one week to one year, but they have 
found that very little opportunity exists for such trades. “Almost zero” term trading occurs 
because the PRMS severely limit this ability with their potential to change trades and volumes at 
the last minute (70 minutes before the trading hour). The AF’M traders would have to second- 
guess the PRMs. They effectively have no control or ability to make term trades as a result. APM 
notes that its group has much more control over the types of trades for the ARMs. Those 
members, however, account for only a small fraction of the trading volume. The traders note that 
the PRMs would be able to make term trades for their own accounts, because those members 
control the eventual scheduling and dispatch for their own requirements. Term purchases 
occasionally occur during maintenance outages for the Apache coal units, such as a recent 
purchase for Mohave. 

c. Real-time Trading 

The results of the day-ahead schedule also go to APM’s real-time desk, for management of 
economic dispatch on an hourly basis. An APM team of real-time traders enters into hourly 
transactions for purchases and sales, if they are economic compared with AEPCO’s other power 
supply resources. The real-time desk continually monitors the system loads and the resources 
operating to meet the loads, and looks ahead to determine changes in load, resources and 
potential opportunities in the upcoming hours. An energy marketer assesses the dispatch order 
for each hour, and compares this order to the costs of market resources (from real-time market 
information) available for purchase with AEPCO’s incremental generating costs. The APM 
energy marketer will make hourly purchases from the market when economically advantageous. 
The real-time traders “shop the market” to fill in requirements in upcoming hours. 

The resource options for the real-time traders usually boil down to two alternatives: (a) 
dispatching the Apache coal-fired units or (b) buying market power. These two resource options 
lie “on the margin” at most times, except during peak load seasons. In January 2013, the cost of 
the Apache coal units plus a percentage pricing factor for other costs at the plant and for cycling 
costs peg the “bogey price” for APM to compare with the price of market purchases. 
Coincidentally, the dispatch costs and pricing for the Apache coal units is near the cost of market 
purchases. This phenomenon causes the Apache coal units to be dispatched a portion of the time, 
and for gas-fired market purchase trades to be made at other times. APM reports that, except for 
peak load periods, the purchase market for the region is set by natural gas-fired combined cycle 
generating units with heat rates of between 7,500 and 8,000 on the margin. The market prices 
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Both operating considerations and the dispatch directions of the PRMs constrain the range of 
dispatch discretion for the two Apache coal-fired units. The effective range of dispatch for the 
units lies between a minimum load of 55 MW and the plant capacities of 175 MW each. The 
minimum load of 55 MW sets the lowest level at which the units can operate, if they are running. 
The PRMs have a minimum must-take requirement of about 105 MW fo; each unit. The PRMs 
have the right to direct the dispatch of between 105 MW and 175 MW per unit, with 70 minutes 
lead time. If the member loads fall below 105 MW per unit, AEPCO/APM may ramp down the 
units from the 105 MW level to as low as the 55 MW minimum at their discretion. This resulting 
arrangement causes additional lack of flexibility for AEPCO/APM to control effective economic 
dispatch, again due to the PRMs’ rights to control a portion of the dispatch range. 

d. Risk Management 

APM provides middle office risk management services to AEPCO. APM performs a “trading 
control” function for gas and power transactions and trading operations. APM’s schedulers 
receive printouts from the Intercontinental Exchange (“ICE”) system. The printouts include the 
transaction details. Transaction information is entered into APM’s Allegro transaction tracking 
system by the end of each trader’s work shift. The trade authority limits are programmed into the 
Allegro system, which provides notifications for trades not within authorized limits. The Allegro 
system maintains the transaction records, and serves as the primary tool and data repository for 
risk management. 

A local APM employee responsible for AEPCO transactions performs the middle office risk 
management functions. This risk manager validates all on the day after or two days after the 
actual trade date. The risk manager uses tools such as “web sweep” and “web scheduler” and 
automated transaction queries to validate the trades. The authority matrix undergoes review to 
ensure compliance with all limits. The Allegro system will already have flagged trades not 
meeting limits. The risk manager follows the trading practices adopted by APM. The practices 
are essentially identical to the AEPCO practices set out in the “Electric Power and Transmission 
Trading Practices” dated March, 2010 and in force when APM assumed the trading functions. A 
twice-daily trade data report provides trading information on both a month-to-date basis and for 
the previous month. The trade data reports are a key output of the risk management function that 
also includes credit exposure reports. The AEPCO energy services project administrator enters 
transaction information from this report into the ITS software and verifies for the company. 

APM also provides from its home office in Indianapolis back-office billing, invoicing, and 
settlement services for AEPCO transactions. Settlements occur at each month-end and undergo 
verification with the counterparties. Verifications include date, hour, volumes, prices and dollar 
amounts. Following settlement activities, APM provides AEPCO with monthly transaction 
reports. 
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1. AEPCO’s transfer of its trading operations to ACES Power Marketing has resulted in 
similar results at a somewhat lower cost. 

AEPCO turned over all front office scheduling and trading functions to APM in May 20 1 1. APM 
now performs these services on a contractual basis. AEPCO transferred nine trading staff 
employees to APM and purchases the trading operations services for fees. Liberty’s follow-up 
review of AEPCO/APM scheduling, real-time dispatch, and trading functions indicate that they 
are reasonably managed, albeit within limitations on their scope that are discussed in Conclusion 
#3. AEPCO/APM has effectively scheduled and dispatched its own plants and long-term 
contracts, while taking advantage of hourly market opportunities to buy economic purchased 
power. AEPCO’s market electric energy purchases averaged - in 2012, as it realized 
lower energy pricing driven by natural gas prices decreases. 

A review of AEPCO’s analysis of the trading operations transfer indicated that the savings to 
AEPCO were to come from two sources: a staff reduction of two employees that were not 
replaced, Liberty 
believes that the savings through the reduction of two employees could have occurred while 
keeping the functions in-house. Attributing them, therefore, to the APM arrangement is overly 
generous. Nevertheless, AEPCO should realize the APM-guaranteed cost savings that are a 
function of the APM transition. 

2. APM also provides effective trading operations risk management and back-office 
settlement functions to AEPCO. 

APM continued to provide middle office risk management and back-office settlement services to 
AEPCO, as it has for several years. The middle office risk management functions are performed 
by a local APM employee that is responsible for AEPCO transactions and includes transaction 
verification and compliance, with similar trading limitation safeguards to those that were 
previously in place at AEPCO in 2010. APM also provides back-office billing, invoicing and 
settlement services for AEPCO through the APM home office in Indianapolis. Liberty believes 
that these trading services remain effective and are reasonably independent within APM’s 
organization structure. 

3. The effectiveness of trading operations and resource planning are limited by the 
contractual rights and actions of AEPCO’s partial-requirements members. 

The PRMs’ relationships with AEPCO are dysfunctional. The trading operations and resource 
planning are two components of AEPCO’s operations that suffer as a result. 

AEPCO’s electric resource planning is currently limited to the needs of its three ARMS, who 
comprise only about 11 percent of its total. The PRMs have the contractual option to arrange for 
their own capacity and energy requirements above the levels assigned to them in AEPCO’s 2001 
restructuring, and have exercised this option. For incremental resource needs, the PRMs have 
each taken on their own resource planning activities. The fact that the PRMs have decided to do 
their own resource planning removes from AEPCO most of the responsibility for one of their 
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primary functions; ie., planning for the incremental electric resource requirements of its 
, , , 

members. The recent SPPR joint resource solicitation resulted in only a - contract for the 
future needs of the all-requirements customers, signifying AEPCO’s limited current role in I 

resource planning. 

The three PRMs are also entitled to schedule their own energy requirements with AEPCO above 
minimum take levels. They have exercised this option to the detriment of trading operations 
effectiveness. Very limited term trading occurs because trades made by the APM traders could 
later conflict with the wishes of PRMs, who have the right to change scheduled dispatch and 
trading volumes as little as 70 minutes before the trading hour. The trading operations effectively 
have no control or ability to make term trades as a result. 

~ 

Day-ahead scheduling and real-time trading are also negatively affected by this situation. The 
day-ahead schedulers must recognize and be reactive to the option of the PRMs to change their 
individual schedule as little as 70 minutes before the dispatch hour. This option effectively “ties 
the hands” of the schedulers, in that they are discouraged from locking down day-ahead trades 
and resources that may have to be unwound at the last minute. It also causes AEPCO/APM real- 
time traders to have reduced control over economic dispatch due to the PRMs’ rights to control a 
portion of the dispatch range of the Apache coal units. 

Liberty does not have recommendations regarding partial-requirements members’ effect on 
resource planning and trading operations, as their options to plan for their resource needs and 
schedule trading and dispatch operations are contractually guaranteed. 
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AEPGO has had a PPFAC since 2005, following ACC Decision No. 6807 1. Modifications to the 
PPFAC were approved in the Commission’s ruling (see Decision No. 72005) in AEPCO’s prior 
rate case filing. AEPCO’s current rate case filing requests continuation of the PPFAC with two 
modifications. 

Liberty reviewed the continuing need for the PPFAC, AEPCO’s two requested modifications, 
and the processes by which the Cooperative computes the power cost adjustor calculation. 
Liberty’s review incorporated the results of our work described in the Fuel Oils and Natural Gas, 
Coal, and Power Transactions sections of this report, as well as the Engineering and Power Plant 
Operations review provided under separate cover. Liberty addressed the PPFAC and proposed 
modifications by undertaking the following activities: 

1. Analyzing the costs and revenues subject to the PPFAC. 
2. Assuring whether the areas covered, i.e.; cost elements, conform to PPFAC provisions. 
3. Verifying the overhder recovery PPFAC costs value and rate calculations. 
4. Proposing any mitigation measures that are appropriate. 
5.  Identifymg means for calculating and reporting revenues to monitor changes, if 

necessary. 

r 4  1. ,- PPFAC Inkaduction P 

Decision No. 68071 authorized a PPFAC consisting of the following major components: 
1. Establishment of power cost adjustor bases for all- and partial-requirements members. 
2. Monthly calculations of all-requirements and partial-requirements Class A members’ fuel 

and purchased power costs over-collection and/or under collections. 
3. Establishment of bank balancing accounts for each Class A Member subject to the 

PPFAC. 
4. Development and filing of semi-annual all-requirements and partial requirements Power 

Cost Adjustor Rates. 

In the prior rate case, Decision No. 72055 approved modifications to the Class A Members’ rate 
schedules and the PPFAC. The changes separated the PPFAC into Base Resources and Other 
Resources Categories for the Class A Members. The separation of PPFAC charges into these 
categories further required that development of the applicable charges and overhnder collections 
be calculated upon the same basis. On October 20, 201 1, AEPCO filed an application requesting 
that the Commission amend its Decision No. 72055 because AEPCO’s tariff design erroneously 
assigned approximately $3.8 million of fixed gas costs related to flame stabilization as 
“reservation” rather than “capacity” charges. Reservation items therefore were improperly 
allocated to the Base Resources and Other Resources energy rates, rather than to “Fixed Monthly 
Charges” related to capacity. Commission Decision No. 72735 approved the amendment as 
requested. The error resulted in a benefit to Mohave and SSVEC at the expense of Trico. 
AEPCO requested a shift and recalculation of the rates, which was approved. Finally, in order to 

- _ _  
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mitigate the rate impacts on its members and their retail customers, unanimous consent of the 
Class A Members was agreed to and approved by the Commission which provided for a write off 
of the approximately $1.998 million in fixed gas costs which it incurred from January 1,201 1 to 
July 1,2011. 

2.h Current PPJFAC Cai&atio A,+- ~ . 

Separate fuel and purchased power cost adjustor bases for Base Resources and for Other 
Rcsources for the collective Class A ARMs and for each Class PRMs were set according to the 
tariff provisions, and adjusted accordingly based upon the amended decision. The PPFAC 
adjustor rate was initially set at zero until new adjustors are stable as provided for in the tariff in 
accordance with the approved Plan of Administration (“POA”). 

The results of the PPFAC calculations will be applied to the rates of collective ARMs and PRMs 
through the power cost adjustor rate commencing on September 1, 201 1 to be effective October 
1, 201 1 and thereafter. On or before March 1 or September 1, AEPCO will file: (1) calculations 
supporting revised adjustor rates and (2) new tariff schedules reflecting the revised rates with an 
effective date of April 1 or October 1, respectively. 

Finally, each month, AEPCO will continue to submit a report of its calculation of the collective 
ARMs and PRMs Base Resources and Other Resources fuel and purchased power costs over- 
collection and/or under-collection to the Utilities Division, Compliance Section of the 
Commission. In addition, AEPCO continues to provide confidential information regarding 
generating units, power purchases and fuel purchases on a monthly basis. 

Liberty verified that the rates approved were consistent with the rates imposed to include the 
continued use of the appropriate authorized rates when calculating the fuel adjustors and bank 
balancing reporting. Liberty also reviewed a sample of the monthly collective ARM and PRM 
over-collection and/or under-collection reports submitted to the Utilities Division, Compliance 
Section. These reports are also subject to review by AEPCO’s internal audit staff. 

Liberty tested the accuracy of the calculations, including a detailed review of one of the filings to 
verify internal report formula calculations. Liberty also reviewed source documents and related 
policy and procedures pertaining to fuel purchase orders for all fuels and reconciliation to fuel 
requirements and contracts. The review also addressed how invoices and cash vouchers were 
processed and reconciled, including prices, quantities, and BTUs. Matters related to 
transportation charges and contract changes were also reviewed in detail. Liberty also conducted 
a review of AEPCO’s general ledger accounts related to the cost of fuel and purchased power 
components included in the PPFAC. The Liberty review includes the work described in sections 
I1 through IV of this report. We also relied on the engineering analysis of the Apache station as it 
relates to plant performance and reliability and overall fuel cost components. 
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2. Cost Included in*he PPFAC 

I 

I 

The costs that have been included in the PPFAC since inception include the cost of fie1 and 
natural gas consumed in AEPCO generating stations, as recorded in RUS Accounts 501 and 547. 
The descriptions of these accounts follow: 

501 Fuel. 

A. This account shall include the cost o fhe1  used in the production of steam for  
the generation of electricity, including expenses in unloading, fuel from the 
shipping media and handling, thereof up to the point where the fuel enters the 
first boiler plant bunker, hopper, bucket, tank, or holder of the boiler-house 
structure. Records shall be maintained to show the quality, B.T. U. content and 
cost of each type of fuel used. 
The cost of fuel shall be charged initially to Account 151, Fuel Stock and 
cleared to this account on the basis of the fuel used. Fuel handling expenses 
may be charged to this account as incurred or charged initially to Account 
152, Fuel Stock Expenses Undistributed. In the latter event, they shall be 
cleared to this account on the basis of the fuel used. Respective amounts of 
fuel stock and fuel stock expenses shall be readily available. 

B. 

547 Fuel. 

This account shall include the cost delivered at the station (See Account 151, Fuel Stock) 
of all fuel, such as gas, oil, kerosene, and gasoline used in other power generation. 

A different RUS Account (158) addresses the costs of SO2 allowances. Therefore, AEPCO’s 
PPFAC, in contrast to many others, recovers no costs associated with the purchase or sale of SO2 
allowances. AEPCO has generated sufficient numbers of these allowances to avoid any need for 
additional purchases. AEPCO has made a moderate number of sales in the past. It has in recent 
years been banking them, however, given a desire to assure a reserve suffkient to support 
operations and low market prices for allowances. RUS considers these allowances to be security 
for its loans; therefore, RUS requires that the proceeds of sales of allowances be applied to loan 
balances. 

AEPCO’s PPFAC also includes the costs recorded in RUS Account 555 (Purchased Power). The 
description of this account follows: 

555 Purchased Power. 

This account shall include the cost at point of receipt by the utility of electricity 
purchased for resale. It shall also include, net settlements for exchange of electricity or 
power, such as economy energy, off-peak energy for on-peak energy, and spinning 
reserve capacity. In addition, the account shall include the net settlements for 
transactions under pooling or interconnection agreements wherein there is a balance of 
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debits and credits for energy, or capacip. Distinct purchases and sales shall not be 
recorded as exchanges and net amounts only recorded merely because debit and credit 
amounts are combined in the voucher settlement. 

The AEPCO PPFAC describes purchased power as including energy purchased on an economic 
dispatch basis, purchases made as a result of schedule outages, and “all such” kinds of purchases 
made to substitute for AEPCO’s own, higher cost energy. Another tariff clause includes 
purchases other than these, if recorded in RUS Account 555. 

Account 565 covers wheeling costs, both firm and non-firm, except for network service 
transmission payments made by AEPCO to SWTC. Account 447 provides for revenue credits as 
it relates to Non-Class A sales for resale revenues, less revenues for fuel-related legal expenses. 
Liberty notes that legal fees are also to be excluded from accounts 501 and 547. 

AEPCO seeks approval of the continuation of its adjustor mechanism, with two modifications to 
how the PPFAC is calculated. The requested changes do not affect the cost included in the 
PPFAC, but would make changes related to rate design within the mechanism. AEPCO has 
stated that the request results Erom member input. The two requested modifications would: 

Recover fixed fuel costs from a separate PPFAC “pool” with its own fuel adjustor rate 
based upon a monthly charge 
Separate Bank Balances (over-collections andor under-collections) from the fuel adjustor 
rate(s) and, instead, recover or refund said balance also as a separate rate through a six- 
month amortization temporary tariff rider. 

AEPCO’s rationale for recovering fixed fuel costs under its own monthly rate charge and a 
separate bank balance amortization tariff rider is that it would establish a more accurate 
reflection of cost to members based upon their corresponding cost causative factors. This 
approach would provide to members a more accurate and timely price signal regarding current 
AEPCO resource costs. 

The current PPFAC adjustor rate includes two components, which comprise fixed fuel cost and 
the historic ovedunder collection amount. AEPCO bills them under the PPFAC at a single rate. 
This approach establishes an imprecise rate, when one compares the AEPCO PPFAC charge 
(both fuel energy and overhnder collections) to the real time market rate(s). The three largest 
members are PRMs. Those not required to purchase energy from AEPCO can and do purchase 
resources from others. 

AEPCO submits that the change will encourage the best use of resources. If fixed fuel costs are 
then separated, the remaining bank balance or overhnder collection values would be reconciled 
via a six-month amortization tariff rider. 

AEPCO further request that the Commission approve continuation of the efficacy provision as 
approved in prior rate cases. AEPCO can file a request with the Commission to review the 
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efficacy of the PPFAC with the submission of any semi-annual PPFAC report. AEPCO believes 
this has supported its ability to administer the adjustor mechanism, and, if necessary, adjust 
previous PPFAC clause procedures with Commission approval. 

AEPCO, further requests permission as part of closing the current clause procedures that any 
refund or collection of outstanding Class A Members’ bank balances be based upon a 12-month 
amortization period. AEPCO finally requests that any carbon taxes, C02 Cap and Trade 
Allowances, or similar levies, if any, mandated in the fbture be allowed to be recovered through 
the PPFAC. 

Liberty reviewed the request, and discussed it with AEPCO staff. We find appropriate the 
request to separate the fixed fuel costs and bank balance components as requested. That change 
conforms to acceptable cost of service principles. The request would provide better cost 
comparisons, because it would be based upon a standalone fixed fuel cost component that 
members can compare in the market. The request also has the support of the members. The 
separate bank balance tariff or rider continues to assure that members will be treated equitably. 

Liberty also finds acceptable the continuation of the efficacy process, which provides for the 
ability of all stakeholders to address matters of importance to the PPFAC, on both historical and 
going forward bases. 

Liberty does not consider the request that future carbon taxes, C02  Cap and Trade Allowances 
or similar levies be allowed to be recovered through the PPFAC. Such a blanket approval would 
not provide reasonable input by stakeholders, based on the specifics of future situations. It is 
important that all stakeholders be allowed a sufficient level of input to test the reasonableness of 
necessary changes and/or ncw cost to be included in the PPFAC. An ample review should be 
conducted to determine what efforts are taken to minimize cost components to be included, 
determine what if any cost are already reflected in existing rates, and then determine what cost, if 
any, above those already provided for in the current request should be allowed in the PPFAC. 

However, the Commission’s Decision No. 73183 (May 24, 2012) held open the Arizona Public 
Service Company (,‘APSYy) rate case docket for the purpose of allowing APS to later request a 
modification to its Plan of Administration to allow recovery of the cost of carbon dioxide 
(“CO2”) allowances. APS did file such a request that the Commission approved in Decision No. 
73650 (February 6,2013). 

If the Commission is interested in similar treatment for AEPCO, the current rate case docket 
could be left open to accommodate a request by AEPCO that is less broad than the proposal 
included in the rate case application. 

1. AEPCO’s Cost and Revenues subject to PPFAC recovery are sufficiently documented, 
and current policy and procedures are followed. 
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Liberty conducted a review of AEPCO’s policy and procedures in this area. Liberty’s review did 
not find any material weaknesses with regard to the policies and procedures and how they are 
implemented and followed. 

2. AEPCO’s Cost Elements included in the PPFAC provision conform with Commission 
Allowances. 

Liberty conducted a review and test of the cost permitted in the PPFAC. This included a review 
of the calculation of the PPFAC and the prescribed accounts which are considered as allowable 
cost within the adjustor. Liberty’s review also included an examination of the general ledger 
accounts and verified that the calculations included, or excluded, appropriate items. For example, 
legal costs not permitted in actual fuel costs were appropriately removed from the general ledger 
accounts for coal and gas, when calculations of allowed cost were performed. Liberty found the 
values claimed to be reasonable, documented, and sufficiently satisfactory for audit and test 
purposes. 

3. AEPCO’s overhnder Recovery PPFAC costs value and corresponding rate calculations 
are accurate. 

Liberty conducted a review and test of the overhnder recovery collection bank values for 
reporting and tracking purposes under the PPFAC. This included a review of the calculation of 
same and the classification of such values on member basis as well as on base resources and 
other resources group classification. Liberty also verified that the Commission approval to write 
off all of the approximately $1.998 million in fixed gas costs which it incurred from January 1 , 
201 1 to July 1,201 1 due to the amended change at Decision 72735 discussed earlier was, in fact, 
excluded. Liberty found all of the related cost to be excluded as agreed upon. Liberty also 
reviewed and tested sample overhnder rate calculations and found them to be reasonably 
accurate. 

4. AEPCO’s requested PPFAC modification to separate fixed fuel cost and bank balances 
with correspondingly separate rates reflects reasonable cost of service principles. 

The request as proposed provides better cost comparisons based upon a stand-alone fixed fuel 
cost component to compare same in the market. The request also has the support of the members. 
The separate bank balance tariff or rider with a six-month amortization period continues to 
assure that members will be treated equitably. Liberty also finds appropriate the recommended 
close of the current PPFAC process by allowing for a 12-month amortization of current bank 
balances. 

5. AEPCO’s requested continuance of the efficacy process is reasonable and appropriate. 
Liberty agrees with continuing the efficacy process, because it provides for the ability of all 
stakeholders to address matters of importance to the PPFAC, on both historical and going 
forward bases. 

6. AEPCO’s request that any carbon taxes, C 0 2  Cap and Trade Allowances or similar 
levies, if any, mandated in the future be allowed to be recovered through the PPFAC 
could circumvent reasonable stakeholder review and input. 
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Liberty understands that the request as proposed may provide for expedience, but such a blanket 
request is not appropriate. If the Commission prefers, the current rate case docket could remain 
open to accommodate a request by AEPCO that is less broad than the proposal included in the 
rate case application. 

Liberty does not have recommendations regarding the historical PPFAC calculations as it 
currently exists. 

Liberty may in part address the matter related to proposed changes to the PPFAC in its rate 
design testimony. However, we do recommend approval of the requested modification for a 
separate fixed fuel cost component rate and separate tariff rider rate to amortize bank balances 
over a six-month period. Assuming the Commission accepts the recommendation, AEPCO 
should also be directed to make the necessary changes to the Plan of Administration and related 
tariff pages. 

Liberty recommends the continuation of the efficacy process. 

Liberty recommends that the Commission reject AEPCO’s blanket request that any carbon taxes, 
C02 Cap and Trade Allowances or similar levies, if any, mandated in the future be allowed to be 
recovered through the PPFAC. If the Commission prefers, the current rate case docket could 
remain open to accommodate a request by AEPCO that is less broad than the proposal included 
in the rate case application. 
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Q. 
A. 

Q- 
A. 

Q* 

A. 

Q. 
A. 

Please state your name, position and business address. 

My name is Donald T. Spangenberg, Jr. I am a senior consultant for The Liberty 

Consulting Group (“Liberty”). My Liberty business address is: The Liberty Consulting 

Group, 65 Main Street, P.O. Box 1237, Quentin, Pennsylvania 17083. 

Have you prepared summaries of your background and qualifications? 

Yes, they are provided in Exhibit DTS-1. 

Mr. Spangenberg, please describe your educational background and professional 

experience as they relate to the subjects of this testimony. 

I am a chemical engineer with a B.S.E. from Princeton University and a master’s degree 

in Business Administration from Stanford University. 

I have been a consultant with Liberty for two decades, and serve as Liberty’s lead 

consultant in examining fuels for electric power generation, having served as project 

manager for most Liberty engagements in this subject area. I have over 35 years of 

experience in the energy industry, with emphasis on utility fuel procurement and 

management. Before my career at Liberty, I served as a utility fuel supply manager, 

contract negotiator and administrator followed by several years as an executive with a 

coal mining company. 

Di you submit direct testimony in this matter? 

No. However, the direct testimony and Purchased Power Fuel Adjustor Clause 

(“PPFAC”) report submitted by John Antonuk included my evaluation relating to coal 

issues. 
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Q. 
A. 

Q. 
A. 

What is the purpose of your surrebuttal testimony relating to coal? 

The purpose of this surrebuttal testimony related to the coal portion of the Arizona 

Electric Power Cooperative, Inc. (“AEPCO”) rebuttal testimony is to point out the three 

significant points of the AEPCO rebuttal testimony that are incorrect. 

Please summarize these three incorrect points. 

The first point is that the AEPCO rebuttal response avoided dealing directly with the 

Liberty conclusions and recommendations presented in the direct testimony and PPFAC 

report of John Anton&, which looked to positive changes for future action by AEPCO. 

Instead, the AEPCO response focused on the past, discussing justification for prior 

AEPCO actions. 

The second point is that the AEPCO rebuttal response provided new information, and 

reversed significant positions which AEPCO had made during the audit in its responses 

to data requests. 

AEPCO has reversed its position with respect to coal inventory management. In response 

to questions during the audit, AEPCO stated “these spot purchases account for the 

inventory increase during the year.” AEPCO’ s rebuttal states the opposite, observing, 

“these coal deliveries were not intended to and did not add to the stockpile.” 

The third point is that the AEPCO rebuttal response misstated facts and claimed 

management success that we have not yet observed. For example, AEPCO reports 

inventory management success, stating that coal inventory was at 272,000 tons at the end 

of April 2013 (page 4 of Exhibit GEP-5). This level is no different than the inventory 
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which Liberty observed of 274,000 tons in February 2012. We concluded that AEPCO 

needed to continue the positive inventory trend; instead it spiked again to 432,000 tons in 

June and July 2012 (See page 18 of Audi Report). This spike is not consistent with 

management success. 

AEPCO stated that Liberty contends that AEPCO should have burned the coal in 

question. Liberty did not make this contention, but instead said that AEPCO should 

reevaluate the use of this coal. 

Q. 

A. 

Q. 
A. 

Has the AEPCO rebuttal testimony related to coal caused Liberty to change any of 

its positions or recommendations made earlier? 

No. 

Does this conclude your surrebuttal testimony? 

Yes, it does. 
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Areas of Specialization 

Mr. Spangenberg has over 40 years of experience in the energy industry, with emphasis on utility 
fuel management for power generation. Mr. Spangenberg is an experienced Project Manager on 
projects in the gas and electric utility industry. Mr. Spangenberg has a strong history of work in 
strategic-business planning and in fuels management, including supply evaluation, procurement, 
marketing, contract negotiation, and administration. He has led numerous fuel-management- 
system studies and has developed comprehensive hel-procurement programs and contract- 
administration systems. 

Relevant Experience 

Commission-Sponsored Studies 

Assistant Project Manager and Senior Coal Consultant for Liberty’s project to assist the Nova 
Scotia Utility and Review Board through conduct of the second audit of the Fuel Adjustment 
Mechanism (FAM) for Nova Scotia Power, Inc. 

Assistant Project Manager and Senior Coal Consultant for Liberty’s project to assist the Arizona 
Corporation Commission through conduct of review of Arizona Electric Power Cooperative, Inc. 
(AEPCO) Fuel, Purchased Power, Generation, and PPFAC Management Operations and 
Prudence. 

Assistant Project Manager and Senior Coal Consultant for Liberty’s project to assist the Nova 
Scotia Utility and Review Board on fuel matters related to the 201 1 rate application of Nova 
Scotia Power, Inc. 

Project Manager and Senior Consultant for each of Liberty’s two annual audits of the fuel 
adjustment clause of Entergy Mississippi, Inc. for the Mississippi Public Service Commission. 
The overall purpose of these audits was to ensure that fuel and purchased energy was being 
bought and managed in an economical and reliable manner. 

Assistant Project Manager and Senior Coal Consultant for Liberty’s project to assist the Nova 
Scotia Utility and Review Board through conduct of the first audit of the Fuel Adjustment 
Mechanism (FAM) for Nova Scotia Power, Inc. 

Assistant Project Manager and Senior Consultant for Liberty’s managementjperformance audit 
and financial audit of coal procurement and management of Duke Energy Ohio for the the Public 
Utilities Commission of Ohio (PUCO). The overall purpose of each of these audits was to 
identify and evaluate the Company’s policies, procedures and performance for fuel procurement, 
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fuel utilization, purchased power, and capacity purchases, environmental compliance, as well as 
the accounting treatment of all related costs. 

Assistant Project Manager for Liberty’s audit for the New Mexico Public Regulation 
Commission of southwestern Public Service Company (SPS) that included a management 
review of the prudence of SPS’ transactions under the Renewable Energy Credit tracker as 
conditionally approved by the Commission and a financial review of both revenues and expenses 
in order to provide an analysis of any under-recovery or over-recovery. Similarly, Liberty 
performed an evaluation of SPS’ fuel clause process and regulations and a financial audit of fuel 
clause computation. In addition reviews of purchases of coal, natural gas, oil, and purchased 
power, power plant operations, line losses, and cost allocation and assignment were also 
performed. 

Project Manager and Senior Consultant for Liberty’s management/performance audit of natural 
gas procurement and management of Columbia Gas of Ohio for the PUCO. 

Assistant Project Manager and Senior Coal Consultant for Liberty’s project to assist the Nova 
Scotia Utility and Review Board on development of the first ever Fuel Adjustment Mechanism 
(FAM) for Nova Scotia Power, Inc. 

Project Manager and Senior Consultant for Liberty’s managementjperformance audit of natural 
gas procurement and management of Duke Energy Ohio for the PUCO. 

Project Manager and Senior Consultant for Liberty’s coal procurement audit of Public Service of 
New Hampshire for the State of New Hampshire Public Utilities Commission. 

Assistant Project Manager and Senior Coal Consultant for Liberty’s project to assist the Nova 
Scotia Utility and Review Board on fuel matters related to the 2007 rate application of Nova 
Scotia Power, Inc. 

Project Manager and Senior Consultant for Liberty’s management/performance audit of natural 
gas procurement and management of Dominion East Ohio Gas Company for the PUCO. 

Senior Coal Consultant for Liberty’s fuel and purchased power procurement audit of Arizona 
Public Service Company for the Arizona Corporation Commission. 

Assistant Project Manager and Senior Coal Consultant for Liberty’s project to assist the Nova 
Scotia Utility and Review Board on fuel matters related to the 2006 rate application of Nova 
Scotia Power, Inc. 

Assistant Project Manager and Senior Coal Consultant for Liberty’s project to assist the Nova 
Scotia Utility and Review Board on fuel matters related to the 2005 rate application of Nova 
Scotia Power, Inc. 
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Project Manager and Senior Consultant for Liberty’s managementlperformance audit of natural 
gas procurement and management of Cincinnati Gas and Electric Company for the PUCO. 

Project Manager and Senior Consultant for Liberty’s focused management audit of the fuel 
procurement policies and practices of Kentucky Utilities Company and Louisville Gas and 
Electric Company for the Kentucky Public Service Commission. 

Project Manager and Senior Consultant for Liberty’s managementlperformance audit of natural 
gas procurement and management of Vectren Energy Delivery of Ohio for the PUCO. 

Project Manager and Senior Consultant for Liberty’s natural gas procurement and supply 
management audit of Kentucky’s five major local distribution companies for the Kentucky 
Public Service Commission. 

Senior Consultant and Task Area leader for Liberty’s audit of transmission and distribution 
revenue requirements of the Commonwealth Edison Company for the Illinois Commerce 
Commission. 

Project Manager and Lead Consultant for Liberty’s Management and Operations Audit of East 
Kentucky Power Cooperative for the Kentucky Public Service Commission. 

Lead Consultant in the areas of preparation for competition in Liberty’s Management and 
Operations Audit of the New York Power Authority for the New York State Office of the State 
Comptroller. 

Project Manager and Lead Consultant for Liberty’s review of the fuel purchasing policies, 
procurement models, and fuel management practices at Columbus Southern Power Company and 
Ohio Power Company (subsidiaries of American Electric Power Company) for the PUCO. 

Project Manager for Liberty’s review of the natural gas purchasing policies, procurement 
models, and fuel management practices at East Ohio Gas Company for the PUCO. 

Project Manager and Lead Consultant for Liberty’s review of the fuel-purchasing policies, 
procurement models, and fuel-management practices at Cincinnati Gas & Electric Company for 
the PUCO. 

Project Manager and Lead Consultant for Liberty’s review of the fuel-purchasing policies, 
procurement models, and fuel-management practices at Monongahela Power Company for the 
PUCO. 

Senior Consultant in the area of fuels management for Liberty’s management and financial audit 
of the management and operations of Public Service Company of New Hampshire, for the New 
Hampshire Public Utilities Commission. 
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Lead Consultant for Liberty’s review of the fuel-purchasing policies, procurement models, and 
fuel-management practices at Ohio Edison for the PUCO. 

Lead Consultant for Liberty’s audit of the natural-gas-purchasing and supply-management 
policies and practices of KN Energy, Inc. for the Wyoming Public Service Commission. 
Responsible for the reviews of gas-supply planning, and organization, staffing, and controls. 

Lead Consultant for Liberty’s review of the fuel-purchasing policies, procurement models, and 
fuel-management practices of the Centerior companies (Cleveland Electric Illuminating 
Company and Toledo Edison Company) for the PUCO. 

Led Liberty’s review of fuel planning, acquisition, management, transportation, and disposal as 
part of a comprehensive management audit of West Perm Power Company for the Pennsylvania 
Public Utility Commission. 

Utility Strategy 
Project Manager and Lead Consultant for Liberty’s facilitation of strategic planning for Powder 
River Energy Corporation, a Wyoming electric-distribution cooperative. Project Manager for a 
second project aimed at improving operations and evaluating opportunities for diversification. 

Project Manager and Lead Consultant for Liberty’s facilitation of a meeting of participants in the 
Wyoming power-generation industry, for the Governor of Wyoming, with the objective of 
developing the basis for a strategic-energy plan for the State of Wyoming. 

Project Manager and Lead Consultant for Liberty’s power-marketing project for a western owner 
of power plants. This project included development of options for sale of electric power from the 
company’s facilities, training in the operation of local and regional electric-power markets, and 
assistance with the evaluation and selection of the optimal market for this electric power. 

Senior Consultant for Liberty’s project for a western regional utility to explore options to 
ownership of its generating assets, because of expected changes in power-sales agreements. 
Liberty defined the components of the utility’s current generation operations for comparison with 
alternative scenarios in the areas of power resources, ownership structures, operating entities, 
asset-securitization structures, and methods of gaining added operational leverage. Strategic 
options were structured, and the framework for comparative analysis was established to provide 
decision-making information for the utility’s management and its board of directors. 

Managed Liberty’s project that assessed the effects of electric-industry restructuring on all of the 
members of the Colorado Independent Energy Association (CIEA). CIEA represents about 20 
owners of small power-generation projects (qualifjrlng facilities-QF-as defined under 
PURPA) who sell power to their local electric utility. The project involved detailed assessment 
of the current regional market for electric-power sales, evaluation of existing power-sales 
agreements, and analysis of the operations and economics of the QF facilities. The project 
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included a review of national electric-industry initiatives and programs, and a formal 
presentation of findings and strategies to CIEA’s members. 

Lead Consultant for Liberty’s study for Colorado Springs Utilities to assist this utility in 
addressing the organizational impacts associated with a transition to automated meter reading 
(AMR.). Consideration of the issues of human-resource management in conjunction with 
technical changes was a large part of this work. Liberty’s work included a survey of the 
experiences and lessons learned from 25 utilities that had already experienced the transition to 
AMR. 

Senior Consultant for Liberty’s assessment of the manpower-planning and workforce- 
management activities of the Gas & Electric Distribution unit of Public Service Company of 
Colorado. Specific elements of focus included activity tracking and timekeeping as it related to 
workforce-management processes. This project included interviews with selected managers and 
concluded with a workshop involving these same individuals to identify opportunities for process 
improvement and develop action plans in workforce management. 

Senior Consultant for Liberty’s project to review the natural-gas main-extension policy of 
Dayton Power & Light Company and to recommend revisions to this policy to permit the 
company to maintain its competitiveness after the restructuring of the natural-gas industry. 

Fuels Management 

Project Manager and Lead Consultant for Liberty’s process-improvement project for Alabama 
Electric Cooperative, Inc. This project included analysis of operations and development of 
recommendations for improvement of policies, practices, processes, and procedures in the areas 
of fuel management for electricity-generating stations, and operations and maintenance of the 
stations. 

Lead Consultant for Liberty’s preparation of a comprehensive set of fuel-management policies 
and procedures for the Fuel Department of Potomac Electric Power Company. This project 
included development of governing policies and the procedures for all aspects of procurement, 
transportation, utilization, contract administration, and inventory management of coal, oil, and 
natural gas as power-generation fuels. 

Led a fuel procurement and management study for Missouri Public Service Company. 
Conducted assessment of the organizational requirements for fuel-procurement systems and 
procedures. Analyzed and recommended action in the following areas related to fuel 
management: organization, personnel, and job descriptions; fuel planning and budgeting; fuel 
procurement; selection of coal suppliers and carriers; coal-contracting strategy; coal sales; and 
reporting and information systems. 

Served as Project Leader of two projects at Ohio Edison Company: an analysis of fuel- 
information flow and a fuel-supply organization study. Evaluated effectiveness of fuel-material 
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flow and associated information flow, and made recommendations to improve efficiency. 
Assessed capabilities of personnel. Studied organization alternatives and recommended new 
organization structure. 

Served as co-project leader of a retrospective analysis of key fuel-procurement actions and 
decisions of Central Illinois Public Service Company to determine whether prior actions and 
decisions were reasonable. Conclusions included evaluation of contractor performance, contract 
administration, fuel-procurement operations and procedures, and organizational issues. 

Led a fuel-management systems study for Intermountain Power. Identified fuel-management 
needs of a utility that had not burned coal before. Developed conceptual design of suitable 
system. Conducted detailed interviews with all utility departments that had dealings with the he1 
function, as well as with coal suppliers and railroads. Surveyed fuel management practices of 18 
other utilities. 

Led a coal-contract-escalation structure and evaluation project for Missouri Public Service 
Company. Recommended new concepts, correlated deficiencies in existing concepts, and 
structured new contract language. 

Legal Industry 

Led Liberty’s project at National Fuel Gas Distribution Corporation to develop the strategy and 
procedures for selection and management of outside legal counsel. This work included 
establishing the need for outside counsel, selection and contracting with outside counsel, and 
management and evaluation of the services of outside counsel. 

Served as chief operating officer for two Colorado law firms with responsibility for all aspects of 
law-firm business management. Responsibilities included risk management, financial 
management, personnel management, strategic planning, marketing, and general business 
management and operation. 

Management consultant to over 25 law f m s  on strategic planning, marketing, personnel 
management, risk management, and general business management and operation of the law firm. 

President, Management Insight - Formed this management consulting f m  providing specialized 
consulting to users and suppliers in the energy industry. Assisted clients in fuel-supply 
evaluation and procurement, fuel management and contract preparation, negotiation, and 
administration. Also provided general management consulting, including strategic analysis, 
business planning, and development of marketing programs. 

Vice President, Marketing, Northern Coal Company - Responsible for development and 
implementation of marketing program, including sales and customer relations, market research 
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and planning, and contract and traffic administration for $20-million coal subsidiary of 
InterNorth. Restructured the marketing department. Negotiated and administered six coal supply 
agreements with customers in Japan and Korea, including fust agreements made by Japanese 
utilities with a western US. coal supplier. 

Fuel Supply Manager, Public Service Company of Colorado - Responsible for management of 
energy supplies required to fuel electricity-generating stations of a $1 billion electric and gas 
utility. Principal evaluator of fuel supplies and negotiator and administrator of fuel contracts for 
$175 million in annual fuel purchases. 

General Electric, Nuclear Division - Nuclear Field Engineer, starting up BWRs in Germany 
(KRB) and India (Tarapur). Also worked as a nuclear fuel sales specialist, preparing, presenting, 
and negotiating contracts for sale of nuclear fuel and nuclear-fuel reprocessing services to 
electric utilities in the U.S. 

Education 

M.B.A., Stanford University 
B.S.E., cum Zuude, Chemical Engineering, Princeton University 

Publications and Presentations 

Taught numerous courses in the Colorado Continuing Legal Education program on business 
management and marketing of law firms. Representative course titles included: Building Your 
Trial Practice, Developing and Marketing Your Practice, Business Planning for Law Firms, The 
Competitive Lawyer, and Effective Client Development Strategies. 

Wrote numerous articlks for The CoZorado Lawyer. Representative article titles included: “The 
Business Management Approach To Avoiding Legal Malpractice Claims,” “The Attorney’s 
Professional Liability Insurance Alternative,” and “Good Business Management Decreases 
Malpractice Exposure.” 

Certified Instructor at the National Legal Resource Center. Primary course was entitled 
Marketing and Client Development. 
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REBUTTAL TESTIMONY OF 
J. TYLER CARLSON 

ON BEHALF OF 
MOHAVE ELECTRIC COOPERATIVE, INCORPORQTED 

SUMMARY OF REBUTTAL TESTIMONY 
(ACC DKT NO. E-01773A-12-0305) 

Mr. Carlson is the Chief Executive Officer of Mohave Electric Cooperative, Incorporated 

1) The relationship between Mohave and Arizona Electric Power Cooperative, Inc. 

YMohave”). In his rebuttal testimony Mr. Carlson discusses: 

[“AEPCO”); 

2) Staffs contention that AEPCO’s relationship with its PRMs is dysfunctional; and 

3) Stars recommendation that none of the projected reduction in AEPCO operating 
costs be passed through to its members and their customers. 

In summary Mr. Carlson requests the Commission reject the recommendation of Staff 
md approve the rate decrease and rate design proposed by AEPCO. 
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1. INTRODUCTION 

Please state your name, your employer and your position. 

My name is J. Tyler Carlson. I am the Chief Executive Officer of Mohave Electric 

Cooperative, Incorporated (“Mohave”) and have served in that capacity since March of 

2010. 

On whose behalf are you appearing in this proceeding? 

I am appearing on behalf of Mohave in support of the application filed by Arizona 

Electric Power Cooperative, Inc. (“AEPCO”) to decrease rate revenues by 2.77%, or 

$4.287 million. 

Please briefly describe your background. 

I have a degree in electrical engineering and a PE. I started at  Mohave in 2008 as the 

Chief Operating Officer, with primary responsibility for Engineering, Operations and 

Power Supply. From 1993 to 2008, I was the Regional Manager for the Western Area 

Power Administration. My responsibilities included power system operations, 

transmission operations, power marketing, rates and repayment, contracts and all other 

functions of a public power entity. I was also a Division Director for System Protection 

at an investor owned utility and began my career at a small distribution cooperative in 

Minnesota. 

2. PURPOSE OF REBUTTAL TESTIMONY 

What is the purpose of your rebuttal testimony? 

My rebuttal testimony briefly discusses the relationship between Mohave and AEPCO 

and provides Mohave’s perspective on the following issues raised by the Staffs 
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2. 

9. 

consultants 

application: 

mcerning Arizona El ztric Power Cooperative, Inc.’s (“AEPCO”) rate 

1. Staffs inappropriate conclusion that the PRMs’ relationships with AEPCO are 

“dysfunctional” (Antonuk, Direct, p. 29, Conclusion 3); and 

2. Staff’s recommendation that AEPCO’s rates not be reduced. 

3. MOHAVE’S RELATIONSHIP WITH AEPCO 

What is Mohave’s relationship with AEPCO? 
rz 

Since AEPCO restructured in 2001, Mohave has been a Partial Requirements Class A 

Member (“PRM) of AEPCO. Prior to 2001 Mohave was an All Requirements Class A 

Member (“ARM”). Mohave is both an owner and customer of AEPCO, with a 

representative on the AEPCO Board of Directors and on various AEPCO committees that 

provide oversight and direction to AEPCO. In 2012 Mohave purchased 83% of its power 

supply requirement from AEPCO. Mohave, by contract, has a responsibility for 35.8% of 

AEPCO’s Base Resource and Other Resource fixed costs. During the test year Mohave’s 

purchases from AEPCO represented 29% of the AEPCO Class A Member sales. Obviously, 

AEPCO’s financial viability and the price of its electricity are vitally important to both 

Mohave and its 39,000 retail member consumers. 

As a PRM, does Mohave actively provide AEPCO oversight and direction through its 

participation on the AEPCO Board of Directors and various AEPCO Committees? 

Absolutely. Mohave has an equal voice with other Class A Members, whether PRM or 

ARM, in the decisions of and direction provided to AEPCO. As a result, we receive 

reports and participate in on-going processes to facilitate AEPCO’s operations. 
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2. 

I. 

Is the relationship be-Neen AEPCO and lohave contentious 

No. Mohave views AEPCO as a partner in providing a reliable power supply to Mohave 

customers at a price consistent with good utility practices, including maintaining the 

financial health of the Cooperative. Obviously that does not mean that every AEPCO 

member, every AEPCO employee or even the AEPCO Board sees every issue the same as 

Mohave. However, AEPCO is working hard to understand and do its best to meet the 

needs of all of its members. Since I have been with Mohave there have been significant 

modifications in the relatTonship between AEPCO and its members. The Commission 

approved revised contracts between AEPCO and its members as part of AEPCO’s last 

rate proceeding. Mohave is looking to AEPCO to meet more of its power scheduling 

needs and is once again part of the AEPCO load control area. In summary, I believe 

AEPCO and Mohave are good partners and like most partnerships, there are ups and 

downs in our relationship. 

4. AEPCO’S RELATIONSHIP WITH PRMs IS NOT DYSFUNCTIONAL 

Is  the relationship between AEPCO and the PRMs dysfunctional as asserted by Mr. 

Antonuk at page 29, Conclusion 3? 

No. Mr. Antonuk and the other Liberty witnesses assess AEPCO as if its primary function 

remains to meet all the power requirements for all of its members. As a result they 

mistakenly view the flexibility provided AEPCO’s PRMs negatively and mischaracterize i t  

as dysfunctional. 

AEPCO and its Apache facility remain a critical component of the PRMs power supply. 

AEPCO’s financial integrity is protected by the PRMs contractual obligation to take and 

pay for their pro rata share of the Apache facility and its operating costs. The PRM 

relationship, thus, preserves AEPCO’s financial integrity, while allowing the PRMs to 
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Q. 

4. 

Q. 
A. 

access the market on a limited basis when AEPCO is not competitive on the margin, 

whether due to natural gas prices, environmental regulations or operating inefficiencies. 

AEPCO no longer has the obligation to secure power for meeting the PRMs load growth, 

unless AEPCO and the PRM separately agree to jointly pursue a new power supply. The 

experience with the Southwest Public Power Resources Group (“SPPR”) is good example. 

AEPCO and its members jointly and independently evaluated group and individual 

participation in SPPR. In the end, only AEPCO secured additional power through SPPR 

and then only for its ARMS. The PRMs and AEPCOhork cooperatively to maximize the 

value of AEPCO and the Apache station to AEPCO and its membership. 

Does the fact that PRMs do resource planning on their own indicate the PRMs lack 

confidence in AEPCO? 

No. In 2001, when AEPCO re-structured, Mohave recognized it had an opportunity to 

evaluate and respond to the specific needs of its service area. AEPCO now competes 

with the market to meet Mohave’s power needs above the established contractual 

minimums and to supply services like scheduling. Mohave initially determined there 

were opportunities available through the Western Area Power Administration that 

AEPCO was not in a position to provide at the time. Earlier this year, AEPCO resumed 

providing scheduling and load control services to Mohave through ACES Power 

Marketing LLC with great success. 

Is the relationship between Mohave and AEPCO static? 

The nature of the relationship between AEPCO and Mohave has evolved over time. 

Following intensive discussions with AEPCO, Mohave and AEPCO agreed to amended 

power supply contracts and a revised rate design. The Commission approved the 

revised contractual relationship and rate design by Decision No. 72055. 

~ ~~~~~ 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

5. STAFF’S RECOMMENDATION FAILS TO 

PASS THROUGH COST SAVINGS TO AEPCO’S MEMBER/CUSTOMERS 

What is Mohave’s position on Staffs recommendation that AEPCO’s revenue 

requirement remain unchanged? 

AEPCO’s members have encouraged AEPCO to maximize efficiencies in order to lower its 

operating costs. AEPCO has responded and was able to identify various pro forma 

adjustments to the test year that significantly reduce operating and maintenance 

expenses and increases margins from those booked during the test year. In doing so, the 

intention of AEPCO and its members was to pass on a significant portion of these savings 

through to AEPCO members and their customer/members through lower rates, while 

maintaining the financial health of AEPCO. AEPCO’s application proposed a 2.92% 

decrease, or $4.527 million, in rate revenues, while maintaining a 1.32 Debt Service 

Coverage (“DSC”); the same DSC approved by the Commission in Decision No. 72055. 

Due to a slight increase in proforma expenses, AEPCO is now revising the decrease to 

$4.287 million or 2.77%. 

Do all of AEPCOs Members support the proposed reduction? 

Yes. 

unanimously by AEPCO’s Members. 

Does Staff recognize AEPCO’s operating expenses have decreased? 

Yes. Staff witness Mr. Kalbarczyk recommends accepting all of AEPCO’s proposed pro 

forma adjustments to its income statement. Kalbarczyk, Direct, pp. 8-9. He concludes 

they represent a $4,629,498 increase in AEPCOs margins. Id., Table 4, p. 10. 

/ 

The rate application was considered by the AEPCO Board and supported 
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2. 

I. 

2. 

I. 

Additionally Staff witness Mr. Mazzini conciudes actual and planned cost reductions a t  

the Apache station seem to originate in real efficiency improvements, which is a credit to 

the plant team. Mazzini, Direct, RAM-2, pp. 5-6. 

Does Staff recommend passing any of these savings through to AEPCO 

customers/members through lower rates? 

Unfortunately, no. In fact, Staff, through its consultants, The Liberty Consulting Group 

rLiberty”), recommends that AEPCO be authorized to generate revenues designed to 

produce a 1.56 DSC versus the 1.32 DSC requested by AEPCO. 

What is Staff‘s justification for maintaining the existing revenue level? 

Mr. Vickroy identifies various factors utilized by Moody’s to evaluate the financial 

metrics of G&Ts. Mr. Stover addresses Mr. Vickroy’s technical analysis. However, I find 

Staffs primary justification to be a concern that AEPCO will have to make substantial 

investment to meet EPA mandates and on other unidentified investments at  the Apache 

facility at a time when cheap natural gas and the economic slowdown is limiting the 

Apache facility’s ability to compete with other power sources. Staff witness Mazzini 

states “the survival of Apache is at  stake.” Mazzini, Direct, RAM-2, p. 4. 

First, as AEPCO will explain, Staff has seriously overestimated the magnitude of the 

anticipated capital investment needed to address EPA requirements. Second, Staff does 

not explain how maintaining existing revenue levels and depriving AEPCO’s members of 

the $4.287 million in lower fuel costs address Staffs underlining concern. AEPCO’s 

members and their customers are better served by lower fuel costs now and use of a 

cost recovery adjustor that is properly designed to collect the actual costs of investments 

mandated by the EPA, and no more. 
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Q. 

A. 

Q. 
A. 

0 

e 

e 

0 

e 

Has Staff adequately recognized the committees ank procedures AEPCO alreadj 

has in place to evaluate and address Staff‘s concerns? 

No. AEPCO already has internal committees and procedures in place to review resource 

planning. In particular, the Arizona Strategic Resource Planning Technical Committee 

actively reviews future resource needs of AEPCO’s members on a quarterly basis and 

recommends actions to address them. These are dynamic processes. AEPCO conducted a 

study of the future role of the Apache facility which was submitted to the Commission 

October 2012. Staff chose to provide its feedback on the study through its formal 

testimony in this rate proceeding. I am confident that AEPCO will follow-up. However, 

the nature and contents of any further efforts should be based upon reasoned discussions 

between AEPCO and Staff. I t  would be inappropriate for the Commission to define the 

scope of those efforts based upon the summary testimony and recommendation of Mr. 

Mazzini. 

Has Staff recognized that the Apache facility is operated professionally? 

Mr. Mazzini’s Final Engineering Report attached to his Direct Testimony as RAM-2, 

includes the following findings and conclusions: 

Recent reductions in spending on maintenance resulted from efficiency measures, p. 2; 

The elimination of a Chief Operating Officer and implementation of ten division 

managers seems to be functioning well as it applies to Apache, p. 3; 

AEPCO’s decision to curtail capital spending will continue to be appropriate until some 

better definition of the future exists, p. 5; 

Apache staff maintain the station well and operates efficiently, p. 5; 

Actual and planned cost reductions a t  the Apache station seem to originate in real 

efficiency improvements, which is a credit to the plant team, p. 5-6; 
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Liberty found no reason to believe the operation and maintenance programs for the 

Apache Station are lacking, p. 13; 

Liberty observed no indications that maintenance has been inadequate, either in our 

2010 or 2013 inspections, p. 13; 

Maintenance costs forecasts for the Apache Station is about 10 percent Iower than 

AEPCO previously forecast and about the same below the trend line which in itself is 

orderly and contained, p. 13; 

The cost management initiatives underway so far have been effective in controlling costs 

and provides cause for optimism, p. 13; and 

Liberty‘s recent on-site visit evidenced a plant that is well cared for, well maintained, 

orderly and professional, p.17. 

Does the information and arguments presented by Staff provide Mohave with an 

explanation for rejecting AEPCO‘s proposed rate reduction understandable to 

Mohave‘s 39,000 member consumers? 

No. As requested by the Procedural Order issued September 11,2012, all our members 

were provided formal notice of AEPCO’s application for a 2.92% decrease in revenues. 

While the notice also advised that the Commission is not bound by proposals made by 

the parties and the impacts on the bills of individual retail customers are difficult to 

estimate, the notice created an expectation that bills were likely to be lower once the 

Commission acted on AEPCO’s application. Staffs reliance on the “sky is falling’ 

conjecture of out of state consultants about inflated estimates for meeting EPA 

requirements, concerns about Moody’s criteria for rating G&T entities and speculation 

about the useful life of the Apache facility to reject lower rates based upon known and 
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A. 

measurable savings in operation costs will, at best, leave our 39,000 member consumers 

perplexed, and likely angry, over the lost opportunity for a reduction in their utility bills, 

Does this conclude your rebuttal testimony? 

Yes, it does. 
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REBUTTAL TESTIMONY OF 

CARL N. STOVER, JR. 

ON BEHALF OF 

MOHAVE ELECTRIC COOPERATIVE, 1NCORPORATED 

NTRODUCTION 

Please state your name and business address. 

My name is Carl N. Stover, Jr. My business address is 5555 North Grand Boulevard, 

Oklahoma City, Oklahoma 73112-5507. 

By whom are you employed and what is your position? 

I am employed by C. H. Guernsey & Company, Engineers Architects Consultants. I 

am currently Chairman of the Board. My consulting activities include rate and 

financial analysis on behalf of our clients before state and regulatory commissions. I 

am also involved in power supply planning and development of power supply 

resources. 

Please briefly summarize your educational background and your professional 

experience. 

I have a Bachelor of Science degree in Electrical Engineering and a Master of Science 

degree in Industrial Engineering. I am a Registered Professional Engineer, licensed 

in the states of Oklahoma, Kansas, Colorado, Wyoming, Iowa and Texas. I am a 

member of the Power Engineering Society and the Engineering Management Society 

of the Institute of Electrical and Electronics Engineers. 

~ ~~ 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Have you previously appeared before state regulatory commissions on 

matters related to cost of service, rate design and power supply planning? 

Yes. I have appeared before regulatory commissions in the states of Arizona, 

Arkansas, Colorado, Kansas, New Mexico, Oklahoma, Texas and Wyoming. (See 

Exhibit CNS-1, attached to this testimony is my resume.) 

Have you published or presented papers concerning planning, rate design, 

cost of service, etc.? 

Yes. See Exhibit CNS-1 for a listing of my papers and presentations. 

Have you testified before the Arizona Corporation Commission previously? 

Yes, I have testified in proceedings involving Southwest Transmission Cooperative, 

Inc. (“SWTC”), Arizona Electric Power Cooperative, Inc. (“AEPCO”), and Mohave 

Electric Cooperative, Incorporated (“Mohave” or “Cooperative”). 

Upon whose behalf are you appearing in this proceeding? 

I am appearing on behalf of Mohave Electric Cooperative, Incorporated. 

Please describe your experience with Mohave Electric Cooperative, Inc. 

I began working with Mohave in 2002. My work primarily relates to power supply 

related activities including planning for future power supply resources to serve 

projected requirements, integration and optimization of existing resources to serve 

current load and issues related to both retail and wholesale rates. 

PURPOSE OF TESTIMONY 

Q. 

A. 

What is the purpose of the testimony you are presenting in this proceeding? 

My testimony provides rebuttal to certain statements made by Mr. Randall Vickroy 

and Mr. Richard Mazzini in direct testimony presented in this proceeding. Both 

Messrs. Vickroy and Mazzini contend AEPCO’s request for a rate decrease of 2.92% 
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2. 

4. 

should not be approved. Mr. Vickroy reviews various risk factors that might impact 

AEPCO’s credit worthiness. Mr. Mazzini discusses a used and useful issue and his 

belief that the only way to deal with the issue is for the ACC to deny the rate 

decrease proposed by AEPCO. My rebuttal will show: 

1. That Messer’s Vickroy and Mazzini are in error with regard to certain 

elements of their analysis, 

That their recommendations should be rejected, 

That the ACC should approve AEPCO’s requested rate decrease. 

2. 

3. 

Why do you believe the testimony presented by Mohave is relevant in this 

proceeding? 

Mohave is one of the six CIass A Members of AEPCO. Mohave has been a Member of 

AEPCO since i t  was formed. As a Member of AEPCO, Mohave has had representation 

on the Board and on various operating and management committees. Mohave is 

currentIy one of three Partial Requirements Members (“PRM”). Mohave’s purchases 

from AEPCO represented 29% of the AEPCO Class A Member sales in the test year.’ 

In 2012 Mohave’s purchases from AEPCO represented 83% of Mohave’s total power 

supply requirement acquired by Mohave to serve its 39,000 retail member 

consumers. Mohave has responsibility for 35.8% of AEPCO’s Base Resource and 

Other Resource fixed costs. 

Clearly, the relationship between Mohave and AEPCO is important for Mohave to 

meet its obligations to serve its retail member consumers. Mohave is keenly 

interested as a Member, as a rate payer, as an entity that is dependent on AEPCO to 

provide a major portion of its wholesale requirement, as an owner, and as a board 

Schedule H-2, page 4 Total Class A Members sales 2,328,819 MWh. Mohave sales 678,430 MWh. 
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Q- 
A. 

Q- 
A 

member to make certain that AEPCO maintains a viable operating and financial 

base. Mohave believes that its comments will assist the ACC by providing a 

Member’s perspective. The fact is that all Members share all of these same concerns 

and that is why it is particularly important to note that the filing that is the subject 

of this proceeding was unanimously approved by the Members. 

Did you prepare any exhibits in support of your testimony? 

-Yes. Exhibit CNS-2 includes a number of schedules that I will reference in my 

testimony. 

Was the exhibit prepared by you or under your direct supervision? 

Yes. 

REBUTTAL TO MR. VICKROY 

0. 
A. 

Q. 
A. 

What position is Mr. Vickroy taking in this proceeding? 

Mr. Vickroy suggests AEPCO should not reduce rates at this time (Vickroy, Direct, p. 

18, line 15). 

Why does Mr. Vickroy oppose a reduction in AEPCO’s rates? 

At the risk of over-simplification the basic reasons for Mr. Vickroy’s opposition to a 

rate decrease appear to be? 

1. The EPA environmental mitigation requirements and the potential impact on 

costs and rates associated with compliance, 

2. The long-term economic viability of the Cooperative’s generation resources, and 

3. The uncertainties and risks that face the Cooperative. 

(Vickroy, Direct, p. 18, line 16 - p. 19, line 18). 

Page 18 references three: 1) Business risk due to EPA, 2) High costs associated with high construction build, z 

3) Key generation resources become less competitive and have uncertain long term viability. 
Page 19 references three: 1) EPA requirements, 2) Long term viability of generation resources, 3) Future 
risks that face the Cooperative. 
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2. What is the general process and what criteria did Mr. Vickroy apply in his 

analysis? 

Mr. Vickroy evaluated five key factors identified by Moody’s to provide qualitative 

and quantitative measures for establishing the risk profile of a G&T cooperative. I 

believe that he is also reflecting findings of Mr. Mazzini when he references the long- 

term viability of generation resources. I will address this issue in my rebuttal of Mr. 

Mazzini. 

1. 

I 

SUMMARY 

Please summarize your rebuttal of Mr. Vickroy. 

An evaluation of “Financial Performance and Metrics” provides support for AEPCO’s 

rate filing and the proposed rate decrease. Mr. Vickroy acknowledges “the financial 

targets included in its rate request, if they were to be realized over a period of years, 

would probably qualify AEPCO for an investment grade credit rating and the ability 

to access capital markets.” pickroy, Direct, p. 13, line 3). 

He then goes on to evaluate four other criteria related to non-financial metrics or 

quantitative factors that he contends “...combine to give AEPCO very high levels of 

risk“ (Vickroy, Direct, p. 16, line 3). As a result he concludes that the risk associated 

with these four factors trump his initial finding based on financial metrics and 

therefore a rate decrease is not justified. 

While I support his conclusion with regard to Factor #1, I believe errors in his 

analysis of Factors #2, #3, and #4 of Moody’s criteria undermine his conclusion 

rejecting AEPCO’s rate decrease. I agree with Factor #5 finding with regard to size; 

however, Moody also recognizes an application of the criteria can recognize outliers 

associated with a particular factor. I believe the proper analysis of all five factors 
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supports AEPCO’s request for a proposed decrease. 

overview of the five criteria Mr. Vickroy used. 

1. Financial Performance and Metrics f40%] 

I agree with Mr. Vickroy’s findings that the proposed coverage, if realized in 

future periods, will allow AEPCO to maintain investment grade status and have 

access to capital markets. The proposed coverage reflects the rate decrease and 

therefore does not support Mr. Vickroy’s conclasion. 

The following is a brief 

2. Long-term - Wholesale Power Supply Contracts / Regulatorv Status f2OY‘i 

Mr. Vickroy is in error in his assessment of the implications of the existing 

wholesale power contracts with the PRMs. The obligations established in these 

contracts decrease risk to AEPCO and do not increase risk as suggested by Mr. 

Vickroy. Factor #2, when properly evaluated, does not support his conclusion. 

3. Rate Flexibility / Rate Shock f20%) 

Mr. Vickroy has not accurately characterized the impact of the EPA compliance 

issue and the associated cost impact The Members recognize that EPA 

compliance will impact rates to some degree; however, AEPCO’s proposed rate 

decrease helps to mitigate the issues, whereas Staff recommendations 

exacerbate the issue. When properly evaluated Factor #3 does not support Mr. 

Vickroy’s conclusion. 

4. Member / Owner Profile (10%) 

Mr. Vickroy has not properly computed the consolidated residential sales metric 

in application of the risk criteria. When computed properly this metric shows 

AEPCO to be in the “ A  level. Calculation of the composite equity shows ranking 
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A. 

slightly below the “ A  level. When properly evaluated, Factor #4 does not 

support Mr. Vickroy’s conclusion. 

5. Size f10%) 

Mr. Vickroy is correct - AEPCO is small compared to other systems. This is a fact. 

However, this factor is only given 10% weight and when considered in 

connection with the remaining criteria is insufficient to support Mr. Vickroy’s 

conclusion. / 

In summary, Mr. Vickroy believes that, after consideration of factors #2 - #5, there is 

sufficient risk and uncertainty to justify a recommendation to not decrease rates. I 

believe that, after recognition of actual contract obligations, recognition of more 

realistic capital requirements, and after correction for errors, the ACC should again 

reject Mr. Vickroy’s recommendation and should accept AEPCO’s proposed rate 

reduction. I will discuss each of the five criteria in more detail below. 

Was Mr. Vickroy’s analysis of the Moody’s criteria used in establishing 

AEPCO’s existing rates? 

No. In AEPCO’s last rate case, Mr. Vickroy offered an evaluation of Moody’s criteria 

very similar to that presented in this proceeding in support of a recommended 1.4 

DSC and a rate increase of $231,014. At hearing, however, AEPCO and Staff 

stipulated to a 1.32 DSC and a rate decrease of $1,172,317. The Commission found 

the stipulated DSC and revenue levels “is designed to yield adequate cash flow to 

meet the Cooperative’s operating needs while considering the effect of rates on its 

member distribution cooperatives” and, therefore, just and reasonable. (Decision 

No. 72055, p. 8, lines 13-16). 
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Q- 
A. 

Q. 

A. 

1. Financial Performance and Metrics 

What are your comments with regard to application of the first criteria? 

Based on Mr. Vickroy’s analysis of first criteria “Financial Performance and Metrics,” 

he concludes: 

We have determined that the financial targets included in its rate request, 

if they were to be realized over a period of years, would probably qualify 

AEPCO for an investment grade credit rating and the ability to access 

capital markets (see Vickroy, Direct, page 13, line 3). 

This is the single most critical finding, weighted at 40%, and supports AEPCO’s rate 

decrease. The question is the extent to which this finding is offset by other factors 

that relate to increased risk for AEPCO. 

Do you have any other comments related to the financial metrics and in 

particular the DSC? 

Yes. The DSC requested in this proceeding of 1.32 is consistent with the value used 

to develop the current rates. The appropriate DSC was an issue in the last AEPCO 

rate case. Like in this case, despite determining a 1.32 DSC would maintain an 

investment grade rating, Mr. Vickroy supported 1.40 DSC based on various risk 

issues. As noted, Staff ultimately supported and the Commission approved rates 

based on a 1.32 DSC as requested by AEPCO. Now Mr. Vickroy claims his 

assessment of these same risks justifies the even greater 1.56 DSC. His testimony in 

this proceeding does not support his change in position or justify setting rates based 

on a 1.56 DSC, a level even above the upper end of what he concludes is the normal 

DSC range of 1.20 to 1.50. (Vickroy, Direct, p. 18, lines 31-32). 
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2. 

4. 

2. Long-Term Wholesale Power Supply Contracts/Regulatory Status 

What statements are made by Mr. Vickroy related to power supply contracts 

that you believe are not correct? 

Beginning on page 13, line 12, Mr. Vickroy describes the power supply contracts 

that AEPCO has in place with its Members, that all 555 M W  of capacity at  Apache 

Station is committed through 2035, and, “That commitment would generally be 

considered a strongly positive factor” (Vickroy, Direct, p. 13, line 17). He goes on to 

point out that 90% of the capacity and energy is sold to the three PRMs.3 He then 

outlines the reasons why he concludes that the relationship with the PRMs ‘I.. .  adds 

for AEPCO substantial business risk above that typical of G&Ts with all-requirement 

contracts” (Vickroy, Direct, p. 13, line 26). In my opinion based on my experience 

with power supply planning for G&Ts, the contract obligation of AEPCO with the 

PRMs reduces the risk as compared to a typical G&T and does not increase the risk 

What appears to be the basis for Mr. Vickroy’s conclusion that the PRM 

contract obligations increase risk? 

The reasons referenced in the testimony are: 

1. The PRMs individually plan for and acquire incremental resources above 

their contractual commitments. 

2. The PRMs control the acquisition of their energy needs on a daily basis. 

3. The PRMs are not currently in AEPCO’s system control area. 

[Vickroy, Direct, p. 13, beginning on line 19). 

With regard to #1, the reason the PRMs plan for resources above their contractual 

commitments is because AEPCO does not have the obligation to serve PRM load in 

PRMs include Mohave Electric Cooperative, TRICO Electric Cooperative, and Sulphur Springs Valley Electric 
Zooperative. 

~~ 
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excess of the existing contractual commitments. AEPCO’s capacity obligations, as to 

PRMs, are fixed; AEPCO has no obligation to serve the PRMs load growth; and, as a 

result, there is no capital requirement imposed on AEPCO to provide future 

resources. A G&T with full-requirements service obligations has the obligation of 

having to serve Member load no matter what the load might be, must plan resources 

to meet the obligation, must obtain capital to finance the additional resources, and 

must accomplish all of this given the uncertainty of volume risk. Having no future 

obligations to serve PRM load growth does not increase risk, it reduces risk. 

W h y  would Mr. Vickroy conclude that the PRM contract relationship increases 

risk if AEPCO has, in fact, minimized risk by not exposing itself to any future 

capital obligations associated with PRM load growth? 

I think we can get a sense of how he is thinking about risk when we look a t  his 

comments related to his issues #2 and #3 dealing with scheduling and dispatch of 

resources. He states that, “ ... and their dispatch scheduling for their energy needs 

above minimum requirements adds for AEPCO substantial business risk ....” 

(Vickroy, Direct, p. 13, line 26). I think Mr. Vickroy would have a point if any 

material portion of the AEPCO fixed costs, margins, or returns are recovered in the 

variable component of the AEPCO rate charged to the PRMs. Mr. Vickroy may not 

realize that essentially all of AEPCO’s fixed costs are recovered through monthly 

charges paid by its members, and are recovered by AEPCO independent of how the 

energy is scheduled or dispatched. The variable component of the rate reflects the 

incremental cost associated with the service. Even if a PRM did not schedule a single 

MWh of energy from AEPCO resources, AEPCO would still collect from the PRM the 

fixed costs associated with that asset allocated to the PRM. When you consider the 
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2. 

I. 

rate design and cost recovery methodology approved by the ACC, I do not think 

there is an  argument for increased risk related to scheduling. 

Do you agree with Mr. Vickroy’s statement related to PRMs’ participation in 

AEPCO‘s control area? 

No. A t  the current time both Mohave and Sulphur Springs Valley Electric 

Cooperative (“SSVEC”) are a part of AEPCO’s control area. However, even if Mr. 

Wckroy were correct, it  would not make any difference given how AEPCO recovers 

fixed costs associated with both owned and purchased power assets allocated to a 

PRM. 

Do you agree with Mr. Vickroy’s statement concerning a negative risk factor 

attributed to the fact that AEPCO is regulated by the ACC? 

My experience is that regulation is viewed as a negative by the capital markets and 

rating agencies; however, the extent to which it is negative is dependent on two 

factors. One is the ability to adjust rates and recover increased costs in a timely 

fashion. The ACC allows AEPCO (and the Member systems] to have a timely recovery 

of changes in fuel cost, purchased power cost, and non-member sales. These costs 

reflect a significant portion of AEPCO’s total revenue requirement. This is a 

considerably different situation from that in which the regulator requires base rate 

changes to recover changes in all costs. The other factor referenced by Moody’s is 

the relationship between the regulator and the applicant. I am not in a position to 

comment on how the ACC views the relationship with AEPCO. Hopefully, AEPCO’s 

relationship with the ACC, as viewed by the capital markets, is not one that provides 

a justification to increase rates to the Members and the retail member consumers 

they serve. 
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P. 

4. 

3. Rate Flexibility/Rate Shock 

What are the primary criteria to be considered for this metric? 

Mr. Vickroy identifies two factors that would create a high risk for the G&T: 

1. New construction build exposure 

2. Rate competitiveness categories 

What is the basis for new construction build exposure? 

As I have indicated in the discussion of PRM contract obligations, AEPCO has zero 

risk of new build exposure to serve PRM load growth in excess of the ACP. Mr. 

Vickroy’s justification is, “AEPCO faces the prospect of at least $190 million of capital 

expenditures to meet EPA requirements over the next 3 to 5 years” (Vickroy, Direct, 

p. 14, line 19). Mr. Vickroy did not provide any references or other data to support 

his testimony. I have participated in meetings involving AEPCO and the Members 

and I know of no requirement, commitment, or even a proposal by AEPCO to “spend 

at  least $190 million.” I t  is true that AEPCO must deal with the EPA regional haze 

issue, and AEPCO has been working with EPA seeking a solution that meets the 

requirements of the various stakeholders. My understanding is that in rebuttal 

AEPCO will provide more current estimates and that they are substantially less than 

the figure used by Mr. Vickroy in his analysis of the Moody’s criteria application to 

AEPCO. 

What is the basis for the “rate shock” criteria and implications for increased 

risk? 

Mr. Vickroy states that, “AEPCO’s rate shock exposure is very high because the EPA 

compliance requirements greatly increase this risk” (Vickroy, Direct, p. 15, line 3). 

The basis for the rate shock exposure is the “at least $190’’ million which is in error. 
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I agree that there will be some yet undetermined rate impact associated with 

meeting EPA requirements at some point in the future. That fact, however, does not 

justify withholding over $4 million annually from ratepayers today. Only when such 

costs are known and measurable, are they subject to recovery through rates or an 

appropriate adjustor mechanism. 

What is the basis for rate competitiveness risk? 

Mr. Vickroy states, “The Company’s rates, as compared with other regional utilities, 

are currently high. (Vickroy, Direct, p. 14, line 28). He goes on to point out that the 

Board of Directors’ presentations made in 2010, 2011, and 2012 observed this 

factor. Based on my dealings with Mohave, I know that Mohave has had a concern 

about competitive issues for a number of years. Mohave’s approach to deal with the 

issue (along with the other Members) was to institute changes at AEPCO that would 

reduce costs and improve efficiencies that resulted in the rate decrease requested in 

this application. I agree with Mr. Vickroy’s concern about potential risk associated 

with high non-competitive wholesale rates. AEPCOs proposal to reduce rates helps 

to mitigate the risk, whereas Mr. Vickroy’s proposal does nothing but contribute to a 

self-fulfilling prophecy. 

4. Member/Owner Profile 

What does Mr. Vickroy conclude with regard to application of the 

Member/Owner Profile criterion in his risk evaluation analysis? 

He concludes: 

1. “AEPCO Members have residential sales factors below the average G&Ts 

nationally which would seem to be a negative for AEPCO”. [ Vickroy, Direct, 
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p. 15, line 16). “A moderating factor is the small percentage of industrial 

revenue which neutralizes the risk factor”. (Vickroy, Direct, p. 15, line 19). 

2. “The below-average equity percentages of AEPCO’s Members produce a 

negative influence”. (Vickroy, Direct, p. 15, line 22). 

D o  you have any comments related to his analysis? 

Yes. Mr. Vickroy has not provided any specific exhibit or data supporting his 

statements, so it is difficult to evaluate the basis for his statements. One issiie is that 

his analysis references RUS Key Performance Indicator comparisons which is not 

the reference used in the Moody’s analysis. Statements such as: “AEPCO Members 

have a residential sales factor below average for G&Ts nationally, according to RUS 

Key Performance Indicator comparisons. This factor taken alone would seem to be 

negative for AEPCO” (Vickroy, Direct, p. 15, line 18) and “The below-average (again 

measured by RUS performance indicators nationally) equity percentages of AEPCO’s 

members produce a negative influence’’ (Vickroy, Direct, p. 15, line 22) does not 

provide specific information required to make a reasoned judgment. I have 

developed specific data for the Members and have made a comparison with the 

specific references in the Moody’s report to determine the extent to which the 

Factor #4 risk is significant. 

MEMBER CONSOLIDATED SALES: Exhibit CNS-1, Schedule Al.0, includes a 

number of schedules showing the usage data by rate class for each of the AEPCO 

Member systems and the composite total for both 2011 and 2012. The data 

indicates that the residential class represents slightly more than 50% of the energy 

sales. The value has remained above 50% for the last two years. The metric used by 
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4. 

Moody’s indicates that Residential Sales/Total sales of 50% to 75% is an A rating. 

Based on the data there is not the increased risk indicated by Mr. Vickroy. 

MEMBER CONSOLIDATED EQUITY: Exhibit CNS-2, Schedule Bl.0, shows the 

individual and composite equity as a percent of capitalization for the Member 

systems. The composite equity as of 12/31/2012 was 43.91%. The Moody’s analysis 

has a lower boundary of 50% for an A rating. The analysis based on this metric 

indicates AEPCO slightly below investment grade, but certainly not by a significant 

amount 

5. Size 

Please summarize your evaluation of Mr. Vickroy’s analysis based on the size 

criterion. 

AEPCO has energy sales of 2,327 GWh. This places it in the B level rating. The net 

plant is $232 million which also places i t  in the B level rating. AEPCO is small 

compared to other utilities that Moody’s rates. However, Moody’s does recognize 

that, “Size, together with Factor 3, Member Profile, has the lowest weighting of the 

five key factors because it tends to be less important for entities, such as G&T coops, 

that are subject to limited competition.” Moody also points out that in Ratings 

Mapping of Factor 5 there can be outliers. For example, the Moody’s analysis 

reflected Golden Spread Electric Cooperative with a then current rating of A3; 

however, they also had a net plant of approximately $200 million. Size is not an 

issue nor is it a problem -it is simply a fact for AEPCO given the characteristic of the 

Members’ service area. The question for the ACC is whether or not this criterion 

with a 1 0 %  weighting is sufficient by itself to trump other criteria that support the 

reasonableness of the AEPCO proposed rate. 

~~~~~ 

Rebuttal Testimony of Carl N. Stover, Jr. 
D k  NO. E-10773A-12-0305 Page 15 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

1 2  

13 

14 

15 

16 

17 

18 

19 

20 

2 1  

22 

23 

24 

25 
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Q. 

A. 

Do you have any other comments regarding Mr. Vickroy’s testimony? 

Yes. On page 16, line 11, Mr. Vickroy states, “The partial requirements status of 

almost 90 percent of member requirements has caused operations issues and 

general member unrest” Mr. Vickroy does not provide specific references for either 

the operational issues or member unrest statements. AEPCO’s restructuring, 

coupled with the creation of a partial requirements member in 2001 certainly 

presented different issues that needed to be examined and addressed. I have been 

involved in most of those discussions. However, AEPCO, the PRMs, the ARMS, and 

the ACC have been working through the issues together. I believe this is at  least the 

third rate proceeding before the ACC in which PRM service is an element of the 

rates. Speaking from Mohave’s perspective, I have found AEPCO and the ACC to be 

very accommodating in resolving issues as they come up. 

I believe the most profound rebuttal to Mr. Vickroy’s statement concerning member 

unrest is AEPCO witness Peter Scott statement that the “AEPCO Board of Directors 

approved the filing of this rate case by a unanimous vote during its June 2012 

meeting.” (Scott, Direct, p. 4, line 22). 

REBUTTAL TO MR. MAZZINI TESTIMONY 

9. 

4. 

What are your comments related to Mr. Manini‘s testimony? 

Mr. Mazzini also recommends no rate reduction of any kind at  this time (Mazzini, 

Direct, RAM-2, p. 9). The basis for his recommendation appears to be related to two 

issues. First is the issue of how the ACC should deal with a used and useful issue 

related to ST1 in this case. (Mazzini, Direct, RAM-2, p. 8). The second issue is the 

uncertainty of the long term viability of the Cooperative’s generation resources. 

iebuttal Testimony of Carl N. Stover, Jr. 
>kt NO. E-10773A-12-0305 Page 16 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

1 2  

13 

14 

15 

16 

17 

18 

19 

20 

2 1  

22 

23 

24 

~ 25 
I 

2. 

1 

(Mazzini, Direct, RAM-2, p. 3). 

questions: 

1. Is there really a used and useful issue that needs to be addressed? 

2. If so, is Mr. Mazzini’s recommendation of no rate reduction the appropriate 

response? 

Mr. Mazzini’s testimony raises the following 

I will address the first question. 

How do you view the used and useful argument presented by Mr. Mazzini? 

ST1 is a used and useful asset from Mohave’s perspective. I would like to explain 

how Mohave as a PRM utilizes the resources available to serve the wholesale power 

supply requirements of its retail member consumers from both a planning and 

operating perspective to explain why a11 of the AEPCO resources are used and 

useful. 

Planning Perspective 

Mohave utilizes all of the resources allocated by AEPCO to Mohave to meet its power 

supply objectives from a planning perspective. The following summarizes how 

Mohave utilizes the resources. 

1. Allocated Capacity: Mohave is allocated a portion of each of the AEPCO 

resources. Mohave’s share is 35.8%. Mohave pays the fixed cost associated with 

these resources independent of how the resource might be dispatched. Exhibit 

CNS-2, Schedule C1.0 shows the allocation of: 

ST #2 & ST #3: 350 MW Coal-fired generation 

Hydro Allocation: Capacity varies by season from 19 MW to 31 MW 

ST #1& GT #1: 82 MW Combined cycle gas generation4 

Mr. Mazzini references ST Unit 1 and Gas Turbine 1 operating in CC with a total capacity of 85 MW. For 
icheduling and dispatch purposes Mohave has been using a value of 82 MW. 

~ ~ ~- ~ ~~ ~- 
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GT #2, #3, and #4: 123 MW Simple cycle gas generation (Peaking units) 

The Coal + Hydro is generally referred to as “Base Resource” capacity available. 

The remaining gas-fired generation is referred to as “Other Resource” capacity 

available. During the summer peak periods there is typically 133 MW of Base 

Resource available to Mohave and 58 MW of Other Resource available to 

Mohave. The ST1 capacity is a part of Other Resources. The allocation takes into 

account responsibility for losses and reserves. 

Hourly Capacity Available: AEPCO will provide to Mohave a schedule of 

maintenance for the next year. Given this information, Mohave determines the 

estimated hourly capacity available to serve retail load. AEPCO also provides 

estimated performance data for the Other Resources (i.e., heat rate and 

estimated gas prices). Mohave has the option of hedging gas prices for future 

periods. 

Load Forecast: Mohave prepares a forecast of retail load (adjusted for losses to 

the transmission output) for the next forecast period. Exhibit CNS-2, Schedule 

D1.0 shows the projected loads for CY2013. 

Comparison of Loads and Resources (L&R): Mohave then develops a 

comparison of load requirements and resources available to serve the load to 

determine resource deficiency during a forecasted period. Exhibit CNS-2, 

Schedule E1.O is a representation of L&R for CY2013. Typically, the primary 

focus is during the summer months when the Mohave peak load occurs. The 

analysis shows capacity and energy deficiency under two conditions: 

a. Mohave utilizes both Base Resources and Other Resources to serve load. 

b. Mohave utilizes only Base Resources to serve load. 
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These two conditions typically define the bookends in defining resource 

deficiency. The capacity and energy deficiency are shown on Exhibit CNS-2, 

Schedules F1.0, F2.0 and F3.0 and provide a graphic representation of the 

deficiency in terms of a deficiency duration curve. The extent to which Mohave 

will utilize Other Resources depends on the cost of energy from Other Resources 

vs. market forward prices. 

5. Mohave will then makedecisions with regard to the extent that Mohave will 

utilize Other Resources, forward-market purchases, gas hedges, and spot market 

purchases to serve projected deficiencies. The amount of these products that 

Mohave would consider using is based on the amount of load in excess of 

Mohave resources. The 82 MW associated with ST1 provides an allocation of 

approximately 30 MW to Mohave to be used in planning resources to serve load. 

Without this 30 MW of planning capacity, exposure to unknown market 

conditions would be increased, and Mohave would be forced to incur additional 

cost to reduce that exposure. Mohave’s system often peaked in late July, and 

Exhibit CNS-2, Schedule G1.O shows how Mohave’s projected exposure for 2013 

would change without ST1 generation available. 

Operating Activities 

Mohave is using AEPCO to schedule and dispatch resources to serve load. In the 

past, Mohave had retained Area Power Administration to provide this service. 

Effective 2/1/2013, AEPCO assumed these responsibilities on behalf of Mohave. 

AEPCO’s objective is to utilize the resources available to provide energy to serve 

load at  the lowest possible cost. The combined cycle GT #1 & ST #1 is one of the 
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P. 

9. 

2. 

I. 

resources available. Mohave wishes to limit the exposure of the retail load to market 

prices. The capacity available from all of the aIlocated resources provides this hedge. 

Used and Useful 

Does Mohave view that a low capacity factor for one or more of the AEPCO 

resources allocated to Mohave is an indicative metric that the resource is not 

used or useful in serving Mohave’s load? 

No. Assuming the low capacity factor is not a resukof resource availability issues, 

Mohave would accept very low capacity factors for Other Resources if the units 

were not dispatched because market prices were lower than the cost of generation 

from the AEPCO Other Resources. Low capacity factors would mean low market 

prices, which mean low energy rates, which mean low wholesale rates, which mean 

lower retail rates charged to the retail member consumers. A great deal from 

Mohave’s perspective is if the Other Resources were never dispatched because of 

low market prices. 

Does Mohave have to pay the fixed costs associated with the Base Resources 

and Other Resource independent of the capacity factor at which the unit is 

dispatched? 

Yes. Mohave pays the fixed cost and thereby provides a revenue stream to AEPCO to 

recover fixed costs independent of unit generation. There is no risk that AEPCO will 

fail to recover the fixed cost approved by the ACC. The variable costs are intended to 

reflect the actual variable cost of the units. The access to the Other Resources 

provides a hedge against high market prices for the Mohave retail customers. 

~~ ~ 
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Q. 

4. 

Do you have any other comments related to Mr. Mazzini’s testimony? 

Yes. Mr. Mazzini has many comments in his testimony related to the importance of 

AEPCO and its Members working together to develop a comprehensive power 

supply resource plan. From Mohave’s perspective this is an ongoing activity through 

AEPCO’s Strategic Resource Planning Group. Mohave, therefore, does not agree with 

Mr. Mazzini’s suggestion that a separate study on the Apache facility‘s future needs 

to be done or completed within the next six (6) months. . 

4DJUSTOR MECHANISMS 

P- 

4. 

P. 

4. 

Staff is opposing AEPCO’s proposal to recover carbon taxes, C02 Cap and 

Trade Allowances or similar levies through the PPFAC. Do you have any 

comment? 

Mohave believes that this type of flow through is appropriate and believes Staff 

should provide specific objections and suggested changes at this time rather than 

recommend denial or a separate proceeding. 

Mohave understands AEPCO will be proposing an Environmental Compliance 

Adjustment Rider (“ECAR) Surcharge in its rebuttal. Do you have any 

comments on this proposal? 

Yes. Acceptance of the ECAR will put in place a mechanism by which AEPCO can 

recover from the Members the costs associated with compliance with the 

environmental requirements (ECS Plan). This will provide a way for AEPCO to deal 

with financial risks and uncertainty associated with EPA compliance which is 

beneficial. 
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P- 

9. 

Are there fundamental elements Mohave believes should be built into these 

types of adjustor mechanisms? 

Yes. From Mohave’s perspective it is important that prior to a flow through of any 

specific costs that: 

1. 

2. 

3. 

A specific recovery plan be approved by the AEPCO board; 

The plan then be subject to review by the ACC Staff; and 

The ACC also allow the Member flow through any costs recovered by such 

AEPCO adjustor mechanism to the Member’s retail customers. 

Does this conclude your testimony? 

Yes. 
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E DU CAT10 N : 

M.S., Industrial Engineering, The University of Oklahoma, 1969 
B.S., Electrical Engineering, The University of Oklahoma, 1963 
Stanford University School of Business Administration, “Leading Change and Organizational 

Harvard Business School Executive Education, “What‘s Next & So What? - Leading in the 21* 

Harvard Graduate school of Business Administration, ”kadership in Professional Service 

REGISTRATIONS: 

Professional Engineer: Colorado - 12931, Iowa - 11754, Kansas - 6261, Oklahoma - 8526, 

Renewal,” Summer 2001 

Century,” January 2000 

Firms,” June 1995 

Texas - 67676, Wyoming - 1215 

EXPERIENCE: 

Mr. Stover has provided consulting services to cooperatives and municipal systems for over 45 
years. Mr. Stover’s specializes in the areas of retail and wholesale rate analyses for regulated 
and unregulated systems, strategic planning, financial analysis and forecasting, power supply 
planning, negotiation of power supply contracts and purchase power agreements, and training 
for utility clients. 

Mr. Stover has appeared before the Arizona, Arkansas, Colorado, Kansas, Oklahoma, Texas, 
Utah and Wyoming state commissions, as well as the Federal Energy Regulatory Commission. 

SPECIFIC CONSULTING EXPERIENCE: 

Rate Proceedinqs 

Arizona (Arizona Corporation Commission) 

9 Mohave Electric Cooperative - Docket No. W-0175OA-11-0136 (Direct, 
Rebuttal, and Rejoinder Testimony), Docket No. E-01773A-09-0472 (Rebuttal 
Testimony), Docket No. E-04100A-09-0496 

Arkansas (Arkansas Public Service Commission) 

9 
9 

Colorado (Colorado Public Utilities Commission) 

9 Delta-Montrose Electric Association, Delta 

Arkansas Electric Cooperative Corporation - Docket Nos. U-3071,83-023-U 
Ozarks Electric Cooperative Corporation - Docket 86-162-U 

Corporate Office: 
5555 N. Grand Boulevard 
Oklahoma City, OK 731 12-5507 
405.416.8100 

www. guernsey. us 
Direct Contact: 

405.41 6.8268 
Cell: 405.823.1764 

carl.stover@guernsey. us 
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9 
9 
9 
P 
P 
Illinois 

9 
P 
> 
9 

Empire Electric Association, Inc., Cortez 
Gunnison County Electric Association, Inc., Gunnison 
Holy Cross Electric Association, Inc., Glenwood Springs 
Intermountain Rural Electric Association, Sedalia 
La Plata Electric Association, Inc., Durango 
Moon Lake mectric Association, Inc., Roosevelt, Utah 
Poudre Valley Rural Electric Association, Inc., Ft. Collins 
San Isabel Electric Association, Inc., Pueblo 
San Luis Valley Rural Electric Cooperative, Inc., Monte Vista 
San Miguel Power Association, Inc., Nucla 
Tri-State G&T Association, Inc., Denver - Docket No. 98A-511E 
United Power, Inc., Brighton 
White River Electric Association, Inc., Meeker 

Egyptian Electric Cooperative Association, Steeleville 
SouthEastern Illinois Electric Cooperative, Inc., Eldorado 
Southern Illinois Electric Cooperative, Dongola 
Southern Illinois Power Cooperative, Marion 

Indiana (Indiana Public Service Commission) 

9 

lows 

P 
P 
Kansas (Kansas Corporation Commission) 

Clark County Rural Electric Membership Corporation, Sellersburg 

Corn Belt Power Cooperative, Inc., Humboldt 
Northwest Iowa Power Cooperative, Inc., Le Mars 

P 
P 
9 
9 
P 
9 
9 
9 
9 
9 

Ark Valley Electric Cooperative Assouation, Inc., Hutchinson 
C.M.S. Electric Cooperative, Inc., Meade 
D.S.&O. Rural Electric Cooperative Association, Inc., Solomon 
Kansas Electric Power Cooperative, Inc., Topeka 
Lane-Scott Electric Cooperative, Inc., Dighton 
Ninnescah Rural Electric Cooperative Association, Inc., Pratt 
Sedgwick County Electric Cooperative Association, Inc., Cheney 
Sumner-Cowley Electric Cooperative, Inc., Wellington 
Victory Electric Cooperative Association, Inc., Dodge City 
Western Cooperative Electric Association, Inc., WaKeeney 

Louisiana 

> 
Minnesota 

9 Great River Energy 

Cajun Electric Power Cooperative, Inc. - Docket No. U-17735 
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Missouri 

9 
New Mexico 

9 
Nebraska 

P 
- - 9  

P 
9 
North Carolina 

P 
North Dakota 

9 Basin Electric Cooperative, Inc. 
9 

Oklahoma (Oklahoma Corporation Commission) 

M & A Electric Power Cooperative 

Plains Electric G&T Cooperative, Inc. - Merger with Tri-State G&T Assn. 

McCook Public Power District, McCook 
Nebraska Electric G&T Cooperative, Inc., Columbus 
Panhandle Rural Electric Membership Corporation, Alliance 
Twin Valleys Public Power District, Cambridge 

North Carolina Electric Membership Corporation 

Central Power Electric Cooperative, Inc. 

9 
P 
> 
P 
9 
9 
P 
> 
> 
9 
9 
9 
9 
9 
9 
9 
9 
9 
P 
9 
9 
9 
9 

Caddo Electric Cooperative, Binger 
Canadian Valley Electric Cooperative, Seminole 
Central Rural Electric Cooperative, Stillwater 
Cimarron Electric Cooperative, Kingfisher 
Cookson Hills Electric Cooperative, Inc., Stigler 
Cotton Electric Cooperative, Walters 
East Central Oklahoma Electric Cooperative, Inc., Okmulgee 
Harmon Electric Association, Inc., Hollis 
Indian Electric Cooperative, Inc., Cleveland 
Kay Electric Cooperative, Blackwell 
Kiwash Electric Cooperative, Inc., Cordell 
Lake Region Electric Cooperative, Inc., Hulbert 
Northeast Oklahoma Electric Cooperative, Inc., Vinita 
Northfork Electric Cooperative, Sayre 
Northwestern Electric Cooperative, Inc., Woodward 
Oklahoma Electric Cooperative, Norman 
Oklahoma Gas & Electric Company, Cause No. 29450 
People's Electric Cooperative, Ada 
Red River Valley Rural Electric Association, Marietta 
Rural Electric Cooperative, Inc., Lindsay 
Southwest Rural Electric Assouation, Inc., Tipton 
Sun OiI vs. Arkansas Louisiana Gas Company 
Verdigris Valley Electric Cooperative, Inc., Collinsville 
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South Dakota 

9 
9 

Texas (Public Utility Commission of Texas) 

Rushmore Electric Power Cooperative, Inc., Rapid City 
West Central Electric Cooperative, Inc., Murdo 

9 

9 
9 

9 
9 

9 

9 

9 
9 
9 
9 
9 

9 
P 
9 
9 
P 
9 
9 
9 
9 
9 
9 
9 
9 
9 
P 
P 
9 
> 

> 

Bailey County Electric Cooperative Association - Docket Nos. 2915,5003, 
7900 
Bandera Electric Cooperative, Inc. - Docket Nos. 2786,4279 
Big County Electric Cooperative (formerly Midwest) - Docket Nos. 2717, 
3711,6983 
Bluebonnet Electric Cooperative, Inc. - Docket Nos. 266,4070,7415,12126 
Brazos Electric Cooperative, Wac0 - Docket Nos. 4079,8868,12757,13100, 
22531 
Central and South West Corp. / American Electric Power Company - 
Docket No. 19265 
Central Texas Electric Cooperative, Inc. - Docket Nos. 3170,6363,7661,10325, 
12127 
Cherokee County Electric Cooperative Association - Docket No. 817 
City of Austin (6560 - in behalf of Bergstrom AFB 
Coleman County Electric Cooperative, Inc. - Docket Nos. 4875,13335 
Comanche County Electric Cooperative, Inc. - Docket Nos. 5272,8272 
Conch0 Valley Electric Cooperative, Inc. - Docket Nos. 3550,4797,6540,9056, 
13334 
Cooke County Electric Cooperative Association - Docket No. 9240 
CoServ Electric - Docket Nos. 3470,4189,5165,9892,21669 
Deaf Smith Electric Cooperative, Jnc. - Docket Nos. 4481,5019,8354 
Department of Defense (Bergstrom AFB v. City of Austin - Docket No. 6560 
Fannin County Electric Cooperative, Inc. - Docket Nos. 3747,4944,9992 
Farmers Electric Cooperative, Inc. - Docket Nos. 3780,4422,5259,6475 
Fort Belknap Electric Cooperative, Inc. - Docket Nos. 4396,6558,9944 
Golden Spread Electric Cooperative - Docket Nos. 134.44,14980,15100,16738 
Grayson-Collin Electric Cooperative, Inc. - Docket Nos. 3945,6510 
Greenbelt Electric Cooperative, Inc. - Docket Nos. 5038,9930,10405 
Guadalupe Valley Electric Cooperative, Inc. (398,3397,4516,6338,7550) 
Hamilton County Electric Cooperative Association - Docket No. 5971 
HILCO Electric Cooperative, Inc. - Docket No. 7154 
Houston Lighting and Power Company - Docket Nos. 5779,8425 
Jackson Electric Cooperative, Inc. - Docket Nos. 2753,4710,10561 
Lamb County Electric Cooperative, Inc. - Docket No. 3270 
Lighthouse Electric Cooperative, Inc. - Docket Nos. 2995,4612,8097 
Lower Colorado River Authority, Austin - Docket Nos. 366,1521,2503,3522, 
3838,6027,7512,8032,8400,9427 
Lyntegar Electric Cooperative, Inc. - Docket Nos. 2988,4564 
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- Utah (Utah Public Service Commission) 

9 

P 
P 
Wvoming (Wyoming Public Service Commission) 

> 
P 
> 
9 
9 High Plains Power 

Deseret G&T Cooperative - Docket Nos. A97-3-000 and 98-203504 - Pacific 
Corp/ Scottish Power Merger 
Empire Electric Association, Inc., Cortez, Colo. 
Moon Lake Eledric Association, Inc., Roosevelt 

Big Horn Rural Electric Company - Docket No. 9076 
Bridger Valley Electric Association, Inc. - Docket No. 9447 
Carbon Power & Light, Inc. - Docket No. 9022 
Garland Power & Light, Inc. - Docket No. 9575 

~ ~~ 

Magic Valley Electric Cooperative, Inc. - Docket Nos. 1991,3212,5477,20281, 
20314 
Medina Electric Cooperative, Inc. - Docket Nos. 4113,11048 
Navarro County Electric Cooperative, Inc. - Docket No. 3116 
Navasota Valley Electric Cooperative, Inc. - Docket No. 7355 
North Plains Electric Cooperative, Inc. - Docket Nos. 2934,4958,5214 
Nueces Electric Cooperative, Inc. - Docket Nos. 3936,5203,23454 
Pedernales Electric Cooperative, Inc. - Docket Nos. 2247,3437,5109 
Rayburn Country Electric Cooperat&e, Inc. - Docket No. 7361 
Rio Grande Electric Cooperative, Inc. - Docket Nos. 521,3681 
Rita Blanca Electric Cooperative, Inc. - Docket Nos. 2527,8422 
Rusk County Electric Cooperative, Inc. - Docket No. 3383 
San Bernard Electric Cooperative, Inc. - Docket Nos. 2699,3692,4534,54.67, 
6218 
San Miguel Electric Cooperative - Docket Nos. 4127,5351 
South Plains Electric Cooperative, Inc. - Docket Nos. 2936,4822,6985 
South Texas Electric Cooperative (Docket Nos. 4128,5077,5387,5440,8952, 

Southwest Texas Electric Cooperative, Inc. - Docket No. 5335 
Southwestern Electric Service Company - Docket No. 2817 
Southwestern Public Service Company - Docket Nos. 4387,6055 
Swisher Electric Cooperative, Inc. - Docket Nos. 3062, 6796 
Taylor Electric Cooperative, Inc. - Docket Nos. 3679,5767,9159 
Texas Electric Service Company - Docket Nos. 527,1903,2606,3250,4097, 
5200 
Texas Power & Light Company - Docket Nos. 3006,3780,4321 
Texas Utilities Electric Company - Docket Nos. 5640,9300,13100 
Texland Electric Cooperative - Docket No. 3896 
Victoria Electric Cooperative Company - Docket Nos. 770,3949,6680 
Wharton County Electric Cooperative, Inc. - Docket Nos. 4541,6685 
West Texas Utilities Company - Docket No. 4716 

22344) 
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9 
9 
P 

Niobrara Electric Association, Inc. - Docket No. 9572 
Wheatland Rural Electric Association - Docket No. 9574 
Wyrulec Company - Docket No. 9097 

Rate Proceedinqs - Municipal Utilities 

Altus, Okla. 
AWC of LCRA, Texas 
Blackwell, Okla. 
Braman, Okla. 
Bryan, Texas 
Chanute, Kans. 
Chatham, 111. 
Cody, Wyo. 
Cushing, Okla. 
Fredericksburg, Texas (7661, 
Certification - Central Texas EC) 
Lamar, Mo. vs. SWPA 
Larned, Kans. 

New Braunfels Utilities, Texas 
Oklahoma Municipal Power Authority, 
Okla. / 

Osborne, Kans. 
Piedmont Municipal Power Authority, S. 
Car. 
Ponca City, Okla. 
Raton, N. Mex. 
Riverton, 111. 
Stillwater, Okla. 
Torrington, Wyo. 
Vernon, Texas 
Wellington, Kans. 

Rate Proceedinqs - Federal Power Commission (Federal Energy Regulatory Commission) 

9 

9 Central and SouthWest Services Docket No. ER84-031 
9 
9 

P 

9 Oklahoma Gas & Electric Company Docket Nos. ER77-127, ER77-215, 

9 Public Service Company Colorado Docket Nos. ER76-381, ER76-687, 

9 Public Service Company Oklahoma Docket Nos. ER77-422, ER78-511, 

9 southwestern Public Service Co. Docket Nos. ER84-604, ER85-477, EU9-051 
> West Texas Utilities Company Docket Nos. ER80-038, ER82-023, ER82-708, 

Cajun Electric Power Cooperative vs. Gulf States Utilities Company 
Docket Nos. EL87-051, ER88-477 

Central Power & Light Company Docket Nos. ER77-331, ER81-387, ER86-721 
El Paso Electric Company Docket Nos. ER76-409, ER77-488, ER79-526, ER8l- 

Navopache Electric Cooperative vs. PNM Transmission Filing, ERll-1915-000, 
et. al. 

426, ER84-236, ER86-368 

ER78-423, ER80-421, ER82-256, ER84-541 

ER78-507, ER80-407 

ER82-545 

ER83-694, ER84-236, ER85-081, ER87-065 

Transmission Wheelinq I Interconnection Analysis 

P Navopache Electric Cooperative 
9 Central and South West Services Docket No. EL79-008, ER82-545, et.al. 
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9 LCRA Wheeling Case Texas PUC Docket No. 6995 

Power Supplv Planning 

A. Svstem Resource Planning: 

9 

9 

9 
9 
B. Long-Range Power Cost - 20-Year Forecast: 

9 Golden Spread Electric Cooperative, Inc. Southwestern Public Service 
Company 

9 Mid-Tex G&T Electric Cooperative, Inc. West Texas Utilities Company and 
Brazos Electric Cooperative 

9 Magic Valley Electric Coop., Lnc. South Texas Electric Coop., Inc. 
9 Rio Grande Electric Cooperative, Inc. 
P Magic Valley Electric Cooperative, Inc. City of Brownsville/Central Power 

& Light Co. 
C. Other Power Supply Planninq Proiects: 

9 Golden Spread Electric Cooperative, Texas Mustang Station 
9 Magic Valley Electric Cooperative, Texas Magic Valley Station 
9 Navopache Electric Cooperative, Arizona PNM Transmission 

Golden Spread Electric Cooperative, Inc.: Notice of Intent - PUCT Docket 
No. 13444 
Golden Spread Electric Cooperative, Inc.: Exempt Wholesale Generation 
Contract Certification - PUCT Docket No. 15100 
Holy Cross Energy and Yampa Valley Electric Association, Colorado 
South Texas Electric Cooperative, Texas 

Central Power & Light Company 

Traininq - NRECA 

“Financial Planning and Strategies Workshop.” Written and presented by Stover annually in 
May 2005,2006, and 2007. NRECA’s Management Internship Program, Madison, 
Wisconsin. 

Stover annually in May 2000,2001,2002 and 2004. NRECA’s Financial Planning and 
Strategies Workshop; Lincoln, Nebraska. 

”Rate Design in a Restructured Environment.” Written and presented by Stover annually in 
1999-2001. NRECA’s Management Internship Program; Lincoln, Nebraska. 

“Financial Strategy and Rate Issues for the Changing Utility Industry.” Written and presented 
by Stover annually in 1997-1999. NRECA’s Advanced Financial Planning; Lincoln, 
Nebraska. 

”Rate Issues and Strategy for the Changing Utility Industry.” Written and presented by Stover 
annually in 1987-1998. NRECA’s Management Internship Program; Lincoln, Nebrraska. 

”Financial Strategy and Rate Design for a Competitive World.” Written and presented by 

. 
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"Identdymg Revenues and Costs Associated with Marketing Solutions." Written and presented 
by Stover annually in 1996 and1997. NRECA's Strategic Marketing Planning for 
Management Conference; Lincoln, Nebraska. 

"Application of Market-Based Rates in a Competitive Utility Industry." Written and presented 
by Stover, March 15,1997. NRECA's Tech Advantage '97 Annual Meeting Las Vegas, 
Nevada. 

Written and pxesented by Stover, March 23,1996. Management and Technical Issues 
Conference for International Guests at 1996 NRECA Annual Meeting; Houston, Texas. 

"Rates and Related Issues," for Management and Technical Issues Conference for International 
Guests at 1996 NRECA Annual Meeting; Houston, Texas; March 23,1996. 

"Rate Issues and Philosophies," Written and presented by Stover annually in 1986-1996. 
NRECA's Management Internship Program; Lincoln, Nebraska. 

"Competitive Strategies: The Economics of Senring Large Loads." Written and presented in 
New Orleans, La., June 30-August 1, and Hilton Head, S.Car., July 18-19,1995- NRECA's 
Summer School. 

"Competitive Strategies: The Economics of Serving Large Loads" Written and presented by 
Stover in Lincoln, Nebr., June 20-21.1995 and June 1415,1994. NRECA G&T Rates 
Conference. 

June 58,1994. 

annually 1993-1995. NRECA's Finance for Marketing Professionals Workshop; Lincoln, 
Nebraska. 

NRECA's 1994 G&T Legal Seminar; New Orleans, Louisiana. 

NRECA's 1993 G&T Director's Update Conference; Nashville, Tenn. 

presented by Stover on June 8,1993. NRECA's G&T Rates & G&T Marketing 
Conference; Lexington, Kentucky. 

"Rates as a Marketing Tool." Written and presented on September 10,1992. NRECA's G&T 
Marketing Seminar; Denver, Colorado. 

"Development of a Rate Strategy for the Cooperative System." Written and presented on 
February 2-3,1991. NRECA's 1991 Rural Electric Expo; New Orleans, Louisiana. 

"Innovative Rate Forms." Written and presented by Stover on January 31,1991. NRECA's 1991 
Engineering and Operations Conference; New Orleans, Louisiana. 

"Making Sense of Your System's Rate Structure." Written and presented by Stover on July 31, 
1990. NRECA's 1990 Member Services Communication Conference; Charlotte, N. Car. 

"Service to Large Industrial Customers." Written and presented by Stover on May 17,1989. 
NRECA's Rural Electric Management Council; Fargo, N. Dak. 

"Power Supply Issues in the U.S. and Abroad - Increasing Competition and Deregulation." 

"Competing in the '90s and Beyond," 1994 NRECA G&T Rates Conference; San Antonio, Texas; 

"Jmplementation of Demand-Side Component of IRP." Written and presented by Stover 

"Competing for Retail Loads." Written and presented by Stover on November 10,1994. 

"Transmission Access Revolution." Written and presented by Stover on December 2, 1993. 

"Coordination of IRP and Marketing Strategy with G&T Wholesale Rate Design." Written and 
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"Rate Design for Attracting and Maintaining Loads." Written and presented by Stover on 

"Preconference Workshop: Basic Issues in Rate Design." Written and presented by Stover on 
October 1,1986. NRECA's Management Internship Program; Lincoln, Nebraska. 

September 9,1986. NRECA's 1986 National Accounting and Finance Conference; Tampa, 
Florida. 

Marketing Rates." Written and presented by Stover on November 20,1987. NRECA's 
1987 Engineering and Operations Conference; Denver, Colorado. 

"Marketing: Distribution Benefits Through Sale of Surplus Power and Jointly Designed 

Training - International 

Rate Training Course presented for electric utility executives of Russia, coordinated through 

Rate Training Course presented for electric utility executives of India, coordinated through 

Rate Training Course presented for members of Bangladesh REB coordinated through NRECA; 

"Development of Rate Schedules for an Electric Utility." CAST/CSEE/NRECA Workshop; 

"A Planning Model for the Analysis of Long Range Distribution System Design Alternatives." 

Presentations and Papers 

Articles 

Institute of International Education; Moscow, Russia; November 1994. 

Institute of International Education; Hyderabad, India; November 1994. 

Oklahoma City, O b . ;  October 28-November 8,1991. 

Kunming, Republic of China; May 14-19,1984. 

IEEE PES Summer Meeting and E W / W  Conference; Vancouver, Canada; July 1973. 

Stover, Carl N. "Development of a Rate Analysis." NRECA's Management Quarferly (Summer 

Stover, Carl N. "Cost Allocation Considerations and Methods for Electric Rate Analysis and 
1983) Washington, D.C. 

Design for Rural Distribution Systems." I E E E  Transactions on Indusfnl Application (1977) 
Volume 1A-13, No. 2. 

Master's Thesis; University of Oklahoma, Norman; 1969. 
Stover, Carl N. "The Development of Design Objectives for Electric Utility Rate Schedules." 

Presentations 

"Rate Analysis and Cost of Service Study." Presented April 12,2002, with Judy Lambert to 
Region VIII Electric Cooperative Accountants' Association, in Oklahoma City, Okla. 

"How to Position Cooperatives to Compete in a Customer-Choice Environment." Presented 
April 11,2002 to the Texas Statewide group in Austin, Texas. 

"Positioning The Member Distribution Cooperative to Deal with a Customer Choice 
Environment" Panel discussion on October 5,2001, at Brazos Electric Cooperative's 
Strategic Planning Workshop; Waco, Texas. 

"Restructuring Issues for the G&T." Presented June 19,2000. G&T Accounting and Finance 
Association's 2000 Conference; Breckenridge, Colorado. 
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"The Restructuring of the Electric Power Industry in Oklahoma and in the Southwest." Panel 
Discussion Participant on December 10,1999. Institute for Energy Economics and Policy, 
et al; Sarkeys Energy Center, The University of Oklahoma, Norman. 

"Application of Leadership Skills." Presented on April 22 and December 2/ 1999, for Dr. Jerry 
Holmes' engineering students at The University of Oklahoma, Norman. 

"Rate Design and the Changing Electric Industry." Presented on September 24,1998. WREA 
Annual Meeting; Cheyenne, Wyoming. 

"Rate Design and the Changing Electric Industry." Presented on July 3,1998. CFC's Annual 
Meeting; Colorado Springs, Colorado. 

"Keparing for the Future Cooperative Electric Service in Texas." Presented on December 5, 
1996. Texas Electric Cooperatives' Managers' Conference; Austin, Texas. 

"Industry Restructuring Implications for Cooperatives." Presented on July 1,1996. Texas Electric 
Cooperatives' Government Relations Committee; Austin, Texas. 

"The Economics of Serving Large Loads." Presented on August 1516,1995. Electric 
Cooperatives of South Carolina's Competitive Strategies Workshop, Columbia, S.Car. 

"Evolving Cooperative Structures." Presented on July 11,1995. CFC's Cooperative Financing 
Forum; Chicago, Illinois. 

"Takeover Workshop." Presented on April 6-7,1995. Texas Electric Cooperatives, Inc.; Lubbock 
and Cleburne, Texas. 

"The Power in the Partnership: Changing the CO-OP Power Supply." Presented on August 2, 
1994. TEC 54th Annual Meeting; Fort Worth, Texas. 

"Implementation of Demand-Side Component of IRP." Presented on April 27,1994. Georgia 
EMC in coordination with NRECA; Georgia. 

"The Transmission Access Revolution." Presented on March 21-22,1994. Special G&T Director's 
Update Program for Brazos Electric Power Cooperative, DFW Aqor t  Marriott Hotel, 
Texas. 

"Buy-Out and Refinancing of REA Loans: Factors to Consider in Evaluation Analysis." 
Presented on December 3,1993. Texas Electric Cooperatives, Inc.; Austin, Texas. 

"Update on Current Issues - Texas RECs and PUCT." Presented on November 15,1993. Texas 
Electric Cooperatives, Inc.; Austin/ Texas. 

"The Co-op Power Picture in Texas." Presented on July 28,1992. TEC's 52nd Annual Meeting; 
Houston, Texas. 

"Ratemaking Activities for Rural Electric Cooperatives." Presented on October 18,1991. TEC's 
Seminar on Electric Cooperatives; Austin, Texas. 

"Cost of Service Major Points." Presented on April 20,1990. TEC Accounting Association 
Annual Meeting; San Antonio, Texas. 

"Rate Design for Large Power Service and Options for Marketing and Incentive Rates." 
Presented on September 27,1989. TEC Engineering Association; Austin, Texas. 

"Revenue Requirements and Cost of Service Considerations at the PUC." Presented on April 28, 
1988. TEC Engineering Association; Austinl Texas. 

"Course 495.3 - Rate Issues and Philosophies." Presented on December 1-3,1987. Wisconsin 
Electric Cooperative Association; Wisconsin Rapids, Wisconsin 
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"Cost Bases for Incentive Rates Applicable to Industrial Loads." Presented on September 16-17, 
1987, for 1987 Conference on Industrial Energy Technology; Houston, Texas. 

"Considerations in Cooperative Consolidations." Presented with Martin Lowery on September 
9,1987. NRECA's 1987 Accounting and Finance Conference; Lexington, Kentucky. 

"Rates to Attract Attractive Loads." Presented on July 1-2,1987. Association of Louisiana Electric 
Cooperatives, in coordination with AHP Systems, Inc.; Baton Rouge, Louisiana. 

"Rates to Attract Attractive Loads." Presented on February 12,1987. Wisconsin Electric 
Cooperative Association in Coordination with AHP Systems, Inc.; Stephens Point, Wis. 

"Rate Seminar." Presented with David Hedberg on September 25,1986. Indiana Statewide 
Association of REC, 6c.; Indianapolis, Indiana. 

"Cost of Service and Rate Design Issues Affecting Industrial Customers in Retail Rate 
Proceedings." Presented by Stover June 1986. Public Utility Commission of Texas 1986 
Industrial Energy Technology Conference; Houston, Texas. 

15,1986. NRECA's Management Services Conference - Preparing Now to Prevent a 
Takeover or Sellout; Denver, Colorado and New Orleans, Louisiana. 

"Energy Cost for Industrial Customers." Co-Authored by M.K. Moore and presented on March 
26,1986. ACEC Research & Management Foundation's Industrial Energy Management 
Forum; Tempe, Arizona. 

"Analysis of Financial and Operating Ratios." Presented by Stover on July 10,1985. REA 
National Conference; San Antonio, Texas. 

"Coordination of Wholesale/Retail Rate Design for Effective Marketing Strategy." Presented by 
Stover on June 5,1985. NRECA's NationaI Marketing Conference; Kansas City, Missouri. 

"Cost Allocation Considerations for Rural Distribution Systems." Presented by Stover on 
October 19,1978. NARUC's Biennial Regulatory Information Conference; Columbus, 
Ohio. 

and B.E. Smith. Presented by Stover on May 16,1977. IEEE Rural Power Conference; 
Kansas City, Missouri. 

Distribution Systems." Presented by Stover on April 1975. IEEE Rural Electric Power 
Conference; Omaha, Nebraska. 

"A Financial Forecasting Model for Rural Electric Distribution Systems." Presented by Stover in 
July 1974. IEEE PES Summer Power Meeting and Energy Resources Conference; 
Anaheim, Calif. 

"The Importance of the Impact of Rates." Presented by Stover on April 17-18,1986, and May 14 

"Design of Irrigation Rates Under Load Management Program." Co-Authors: S.P. Patwardhan 

"Cost Allocation Considerations and Methods for Electric Rate Analysis and Design for Rural 

PROFESSIONAL ACTIVITIES I HONORS: 

Associate Member, National Rural Electric Cooperative Association, 1998 - Present 
Associate Member, American Public Power Association, 1997 - Present 
Member, College of Engineering Board of Visitors, The University of Oklahoma, 1989 - Present 
Member, Chairman; Electric Power Advisory Board, School of Electrical Engineering and Computer 

Science, The University of Oklahoma, 1985 - Present 
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Member, Institute of Electrical and Electronics Engineers, 1970 - Present 
Distinguished Graduates Society Inductee, College of Engineering, The University of Oklahoma, 1998 

EXPERIENCE RECORD: 

1966-Present - C. H. Guernsey & Company, Oklahoma City, Okla. 

2005-Present, Chairman of the Board 
1990-2005, Chairman of the Board, CEO and President 
1989-1 990, President, Board of Directors 
1980-1 989, Executive Vice President, Board of Directors 
1972-1 980, Vice President, Board of Directors / 

1963-1966 - USAF. Assigned to Inertial Guidance Laboratory at Holloman AFB, New Mexico. 

Lt. Stover served as engineer in testing and evaluation of inertial guidance systems, and received 
an honorable discharge as 1 st Lieutenant. 
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Mohave Electric Cooperative, Incorporated 

Summary of AEPCO Class Member System Sales By Rate Class 

Year Residential 
---- ----- --------_ 

Energy Sales - GWh 
2011 1,266 
2012 1,291 

Class as % of Total 

Small 
Commercial 

--------- 

495 
494 

2011 53.29% 20.83% 
2012 53.06% 20.29% 

Large Public Special 
Commercial Irrigation Authority Rate Total 

-- ---- --- --------- ---- ----- ------ --- ~ -------- 

F 

I 
2,376 276 188 4 148 

284 207 3 153 2,434 

11.60% 7.91% 0.15% 6.22% 100.0~? 
8.52% 0.14% 6.30% 1OO.ooO? 11.69% 

AEPCO Class A Member Systems 
Residential as percent of Sales-CY2012 

Residential Small Comm Other Total Sales Residential 
MWH 

---------- 
Anza 35,416 
Duncan 17,737 
Graham 78,186 
Mohave 385,783 
SSVEC 360,947 
Trico 413,365 

Total 1,291,433 

10,082 1,920 47,417 74.69% 
5,930 3,672 27,340 64.88% 
30,202 57,090 165,479 47.25% 
159,261 137,864 682,908 56.49% 
206,144 280,834 847,925 42.57% 
82,292 167,255 662,912 62.36% 

493,911 648,635 2,433,979 53.06% 

Testimony of Carl N. Stover, Jr. Exhibit CNS-2, Page 1 
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Mohave Electric Cooperative, Incorporated 

AEPCO Class A Member Systems 
Equity as % of Capitalzation 

Equity LTD Capitalization Equity 
So00 So00 SO00 % 

2 Duncan 7,111 7,111 100.009/o 
3 Graham 17,291 21,502 38,793 44.57% 
4 Mohave 75,130 33,673 108,803 69.05% 
5 SSUEC 89,363 162,397 251,760 35.50% 
6 Trim 73,624 119,439 193,063 38.13% 
7 
8 Total 271,905 347,309 619,214 43.91% 

Testimony of Carl N. Stover, Jr. Exhibit CNS-2, Page 2 I 

~~ 
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Mohave Electric Cooperative, Incorporated 

Mohave’s Allocation of AEPCO Capacity 

Mohave Mohave 
Allocation Allocation Total Capacity Losses Losses Reserves N e t  Capacity 

&kYl m m m  w 

ST- 2 175 2.31% 4.0 171 35 .wo  61 
ST- 3 175 2.31% 4.0 171 35.8090 61 
Hydro (Jul on-peak) 31 - - 31 35.8090 11 

Total Base 381 8 373 133 

ST- 1 82 2.31% 1.9 
GT- 2 20 2.31% 0.5 
GT- 3 65 2.31% 1.5 

38 2.31% 0.9 - GT-4 

Total Other 205 5 37 163 35.809/0 58 

Total Resources 586 13 37 536 192 

Testimony of Carl N. Stover, Jr. Exhibit CNS-2, Page 3 
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Mohave Electric Cooperative, Incorporated 

Mohave Forecasted Hourly Load for 2013 
250 i----------- --I___ -___- ___ 

I 
1 
I 

_I______ ---_ __-__ - !___-__ 
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec 

Testimony of Carl N. Stover, Jr. Exhibit CNS-2, Page 4 
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Schedule E5.0 

Mohave Electric Cooperative, Incorporated 

Mohave Forecasted 2013 Hourly Loads and Available Resource 

. i  

: r  

. 

I _ .  , 

Jan Feb Mar Apr May lun Jul Aug Sep Oct Nw Dec 

Hourly Load AEPCO Base - Max - AEPCO- Other __ -r I- - AEPCO Base - Minimum -..... 

Testimony of Carl N. Stover, Jr. Exhibit CNS-2, Page 5 
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49 
73 
58 
37 

Exhibit CNS-2 
Schedule G1.0 

3,789 11% 
11,216 21% 
7,066 16% 
1,464 6% 

Mohave Electric Cooperative, Incorporated 

January 
February 
March 
April 

May 
June 
July 
August 
September 
October 
November 

December 
Total 

Projected Resource Deficiency for 2013 

Deficiency above Base and Deficiency above Base, 
Blocks Blocks, and Other 

(MW) (MWh) (load Factor) (MW (MWh) (Load Factor) 

L 73 23,577 4% 

Testimony of Carl N. Stover, Jr. Exhibit CNS-2, Page 6 
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Mohave Electric Cooperative, Incorporated 

Mohave Projected 2013 Deficiency 
(Above AEPCO Base, Existing Purchased Products) 

--- 

-I-__ 

5 s P a 

---Juri -Jul - Aug a * Sep 

Testimony of Carl N. Stover, Jr. Exhibit CNS-2, Page 7 

, 
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Mohave Electric Cooperative, Incorporated 

70.0 

60.0 

50.0 

20.0 

10.0 

~~ 

Mohave Projected 2013 Deficiency 
(Above AEPCO Base, Existing Purchased Products, AEPCO Other) 

Testimony of Carl N. Stover, Jr. Exhibit CNS-2, Page 8 
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Mohave Electric Cooperative, Incorporated 

Mohave Projected 2013 Deficiency 
(Above AEPCO Base, Existing Purchased Products, AEPCO Other) 

..-% -_--___ -_I_ -__I_____ 70.0 I- 

, 

m.0 t-----l_l_- -.-p-__p-L 

, 

-._ 50.0 , 

8 w H Q 
-July (including all AEPCO Other Resource) .- =July (excluding ST-1) 

Testimony of Carl N. Stover, Jr. Exhibit CNS-2, Page 9 
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INTRODUCTION 

Q9 

A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Please state your name and business address. 

My name is Carl N. Stover, Jr.; my business address is 5555 North Grand Boulevard, 

Oklahoma City, Oklahoma 73112-5507. 

Are you the same Carl N. Stover, Jr. who submitted Rebuttal Testimony in this 

proceeding? 

Yes. 

What is the purpose of the testimony that you are presenting at this time? 

I am responding to surrebuttal testimony presented by Randall Vickroy that he filed 

in response to my rebuttal testimony. As I discuss below, the fundamental issue to 

be decided by the Arizona Corporation Commission is whether a properly 

performed analysis of the five factors identified by Moody’s, and relied on by Mr. 

Vickroy, justifies rejecting AEPCO’s proposal to reduce its rates and forcing AEPCO 

Members to pay an additional $4.287 million annually, indefinitely. I conclude they 

do not and urge the Commission to authorize the reduced rates requested by AEPCO 

and supported unanimously by its Members, including Mohave. 

What are the points with which Mr. Vickroy disagrees with you? 

Mr. Vickroy identifies five points in which he takes exception to filed rebuttal 

testimony. My testimony is referenced in four of the five points (Points One, Two, 
Page 1 
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Three and Five). I will address each of the four points where my rebuttal testimony 

is discussed. 

POINT ONE: REPRESENTATION OF DSC RANGE 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Does Mr. Vickroy contend your rebuttal testimony incorrectly represented his 

position with regard to the sufficiency of a DSC range of between 1.2 to 1.5? 

Yes (Vickroy, Surrebuttal, p. 1, lines 23-27), even though he had characterized a DSC 

range of between 1.2 to 1.5 as “normal” (Vickroy, Direct at p. 18, line 32) and further 

concluded that “the financial targets included in its [AEPCO] rate request [a 1.32 

DSC], if they were to be realized over a period of years, would probably qualify 

AEPCO for an investment grade credit rating and the ability to access capital 

markets (Vickroy, Direct, p. 13, line 3). 

Did you mischaracterize his testimony as indicating that he supported use of a 

DSC of between 1.2 to 1.5 to set AEPCOs rates? 

No. He clearly recommends using the fallout DSC of 1.56 (i.e, the DSC achieved at 

current revenue levels on an adjusted test year basis). What my testimony reflects 

is that Mr. Vickroy’s conclusion is not supported by the five factors he claimed 

justified his conclusion. 

Please summarize why the five factors examined by Mr. Vickroy do not 

support setting rates based upon a DSC of 1.56. 

Importantly, I present the discussion of this issue using the same framework Mr. 

Vickroy used in his direct testimony to evaluate the appropriate rate level for 

AEPCO. Mr. Vickroy presented an analysis in which he identified five factors that 

needed to be considered to determine the appropriate rate level for AEPCO (Vickroy 

Page 2 
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Direct at p. 9, lines 25-31). The five factors were based on Moody’s Global Corporate 

Finance Rating Methodology for U.S. Electric Generation & Transmission 

Cooperatives dated December 2009. (Note: the number sequence used by Mr. 

Vickroy differs from that in the Moody report; however, the same concepts are 

captured in the analysis.) 

Mr. Vickroy’s first factor involved Financial Performance Metrics, which are 

weighted as 40% of the overall rating. As noted above, Mr. Vickroy concluded that 

the financial metrics AEPCO used to propose a 2.77% rate reduction (a $4.287 

million annual savings to its Members) likely will allow AEPCO to maintain an 

investment grade rating. So with regard to Financial Performance metrics the 

proposed rate decrease was appropriate. Therefore, my rebuttal testimony focused 

on the other four factors in Mr. Vickroy’s analysis in order to determine whether 

they support Mr. Vickroy’s risk assessment, his 1.56 DSC recommendation and 

rejecting AEPCO’s proposed 2.77% rate reduction. 

The four factors included: 

2. Long-term Wholesale Power Supply Contacts/Regulatory Status 

3. Rate Flexibility/Rate Shock 

4. Member/Owner Profile 

5. Size 

Q. Has Mr. Vickroy’s analysis justified rejecting AEPCO’s proposed rate reduction 

and imposing an additional $4.287 million annual cost on its Members and the 

customers they serve? 

Page 3 
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A. As I indicated in my rebuttal testimony, I do not believe the level of risk associated 

with the other four factors off-sets the findings associated with Factor 1 [Financial 

Performance Metrics). As discussed below, Mr. Vickroy’s surrebuttal testimony still 

fails to support the high level of risk he assigns to the other four factors. 

POINT TWO: IMPLICATIONS OF EPA CAPITAL REQUIREMENTS 

Q, What is Mr. Vickroy’s criticism of your analysis of the risks associated with the 

EPA’s requirements? 

Mr. Vickroy testified in his direct testimony that facing “the prospect of at least $190 

million of capital expenditures to meet EPA requirements over the next 3 to 5 years” 

and the associated rate increase of 18% or more justified placing AEPCO in the high 

risk category related to Rate Flexibility/Rate Shock (Vickroy, Direct at p. 14, lines 

19-25, emphasis added). AEPCO testified in rebuttal it will be in the range of $30 

million. As one would expect, my rebuttal testimony indicated this significant 

reduction in the anticipated cost (84%) also significantly lessens the associated risk 

assessment. 

Mr. Vickroy admits he has no basis for gauging the probabilities surrounding the 

associated risks. Yet, Mr. Vickroy maintains, unchanged, his “high r isk assessment 

with regard to construction build and rate shock associated with the EPA 

requirements. (Vickroy, Surrebuttal at p. 2, lines 18-26). The Commission must 

not use outdated cost estimates as a basis of setting rates, especially where the 

utility (AEPCO) has testified that a significantly (84%) lower cost is likely. 

Page 4 
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Q. 

A. 

Would approval of an Environmental Compliance Adjustment Rider (“ECAR”), 

as requested by AEPCO, increase or reduce risk associated with EPA’s 

mandated environmental compliance costs? 

As I discussed in my rebuttal testimony (Stover, Rebuttal at p. 21, line 16 - p. 22, line 

8), an appropriately designed ECAR lessens even further the risk associated with 

these reduced EPA mandated environmental compliance costs. 

POINT THREE: COMPETITIVE CONSIDERATIONS 

Q. What is Mr. Vickroy’s criticism of your rebuttal testimony regarding AEPCO’s 

cost competitiveness? 

I am not exactly sure. We both agree that it is important for AEPCO to provide 

competitive wholesale rates. My rebuttal testimony points out the Members and 

AEPCO are dealing with the issue by reducing costs and requesting the Commission 

to pass through the savings by reducing AEPCO’s wholesale rates. In contrast, Mr. 

Vickroy contends the existing rates, which he contends are uncompetitive, should be 

maintained. I don’t understand how Mr. Vickroy’s recommendation, if adopted by 

the Commission, addresses the rate competition issue. 

A. 

POINT FIVE: IMPLICATIONS OF PRM CONTRACT 

Q. Does Mr. Vickroy contend that you are incorrect in suggesting that AEPCO’s 

relationship with its partial requirements members (PRMs) lessens, rather 

than increases AEPCO’s risk as he suggests? 

Yes. I provided examples in my rebuttal testimony which need not be repeated. His 

surrebuttal merely confirms that he does not appreciate the nature of the 

A. 
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relationship between AEPCO and its PRMs. Mr. Vickroy’s surrebuttal testimony 

states: 

The AEPCO Partial Requirements Members are purchasing increasing 

amount of energy and capacity from the marketplace in place of 

AEPCO assets and operations, reducing the relevance and economics 

of these assets as lower level of megawatts are produced. (Vickroy, 

Surrebuttal at p. 3, line 27.) 

This is simply not true for AEPCO. The PRM is required to pay its full allocated 

share of the fixed cost associated with AEPCO’s Allocated Capacity (AC) each month. 

The AC consists of both Base Resources (coal and hydro) and Other Resources (gas- 

fired turbines). The allocated share is based on the Allocated Capacity Percentage 

(ACP) which is a fixed value. For Mohave, the ACP is 35.8%. Mohave’s allocated 

Base Resources total approximately 133 MW (the value will change slightly based 

on available hydro) and Other Resources total 58 MW (reference Stover Rebuttal 

Testimony, Exhibit CNS-2, Schedule .Cl.O). Mohave pays the fixed costs associated 

with these assets each month, independent of the capacity that Mohave may 

purchase from third parties. In fact, Mohave pays the fixed cost reflected in the 

rates independent of the Mohave load. In short, the PRMs are committed to pay the 

vast majority of AEPCO’s fixed costs, whether or not they purchase one kWh of 

output. 

I t  is true that the amount of energy purchased from the allocated AC can vary; 

however, the AEPCO energy rate reflects the variable cost associated with providing 

the energy. If Mohave (or any other PRM) purchases energy from a third party, then 

Page 6 
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AEPCO avoids incurring the variable costs associated with providing that energy to 

the PRM. The same relationship is true for services to all of the PRMs. 

Mr. Vickroy’s statement simply does not reflect the economic realities of the PRM 

agreements. If Mr. Vickroy would review the contracts, and in particular review the 

rate design proposed to recover cost, he would understand that changes in capacity 

and energy purchased from the marketplace, in place of the AEPCO assets, does not 

reduce the relevance and economics of the assets. AEPCO has a guaranteed revenue 

stream for recovery of fixed costs as reflected in the rates. 

Mr. Vickroy at p. 3, lines 18-24 of his surrebuttal testimony references the Moody’s 

rating criteria in an attempt to support his position. However, he fails to provide a 

full explanation of how Moody’s applies its criteria. The Moody valuation process in 

fact recognizes that partial requirements contracts are not necessarily a basis for 

increased risk. The report specifically mentions Oglethorpe (page 19) and the fact 

that Oglethorpe does not provide the total requirements of its Members, and that 

under a strict interpretation this rating matrix factor, Oglethorpe would receive a Ba 

rating. The report goes on to state that: 

In Oglethorpe’s case, we are not unduly concerned because its 

members remain joint and severally liable to pay all of the 

cooperative’s cost and we believe Oglethorpe’s stable supply of 

relatively affordable baseload power will become increasingly 

valuable to its Members as their needs grow and they are continually 

forced to look for additional sources of supply. We believe an 

indicated rating of A more appropriately captures the degree of credit 
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impact from the current relationship between OPC and its Members 

when considered together with its rate autonomy. (Page 20) 

Moody’s primary concern is the extent to which the PRM contracts tend to increase 

or mitigate risk. Moody states: 

Against a backdrop of significant spending for capital projects, volatile 

fuel costs and looming carbon legislation and related costs, the 

strength of the wholesale power contracts and predictable revenue 

stream they provide for G&T co-ops remains a primary source of 

credit support. (Page 7) 

, 

The AEPCO/PRM relationship that exists today: 

1. 

2. 

3. 

4. 

5. 

Eliminates AEPCO’s obligation to raise capital to meet future PRM load 

growth requirements, unless the PRM and AEPCO agree otherwise. 

Provides for recovery of fuel cost through rates. 

Guarantees fixed cost recovery, as defined in the rate tariff for AEPCO 

independent of either capacity or energy purchases from the allocated AC 

and even independent of Member load. 

Provides a predictable revenue stream tied to AEPCO’s fixed costs for the 

extended term of the existing agreements. 

Compliments AEPCO’s long-term agreements with its ARMs. 

When the true character of AEPCO’s relationship with its PRMs and ARMs is fully 

understood, they present less risk to AEPCO under Moody’s rating criterion. 

SUMMARY 

Q. Do you believe that the rate decrease proposed by AEPCO is appropriate? 
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1 A. 

2 Q. 
3 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Ye 

Please summarize the basis of your position given the analysis presented in 

Mr. Vickroy's direct and surrebuttal testimony. 

Examining the five criteria identified by Moody's and used by Mr. Vickroy: 

1. -1Performa nce and M e t n  'cs f40%]: There is no disagreement with 

Mr. Vickroy that the proposed coverage, if realized in future periods, should 

allow AEPCO to maintain investment grade status and have access to capital 

markets. 

2. --term Whobsale Power Supply Contracts/Reeulator Status f20 0 /o 3: 

Mr. Vickroy, in both his direct and surrebuttal testimony, is attributing a high 

level of risk associated with the PRM contracts. Mr. Vickroy continues to 

believe that by purchasing power from third parties there is an adverse 

impact on AEPCO. A review of the contracts and the rates charged 

demonstrate the risks attributed thereto by Mr. Vickroy simply do not exist. 

In fact, the guaranteed recovery of the fixed costs reflected in the proposed 

rates serves to reduce, not increase, risk. The AEPCO energy rates reflect 

only variable cost so the purchase of energy from a third party does not 

increase risk for AEPCO. 

O : The underlying facts relied on by Mr. 

Vickroy in his direct testimony have changed significantly. The estimated, ut 

leust, $190 million EPA compliance cost is now estimated by AEPCO to be $30 

million or approximately 84% less. Yet, Mr. Vickroy made no adjustment to 

. .. 3. Rate FlgxWlp/Rate Shock 
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1 

2 
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4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Q9 

A. 

his risk analysis or recommendation for this change despite his concern 

regarding AEPCO’s past, current, as well as future, rate competiveness. 

4. Member/Owner Pr& I -10?401: Mr. Vickroy did not provide any rebuttal 

testimony on this issue. After an analysis [reference Stover Rebuttal 

testimony beginning page 13) using AEPCO member specific data, it is clear 

there should be no risk adjustment for this factor. 

5. Size O : No question, AEPCO is small compared to other G&Ts. As they 

say - it  is what it is! Fortunately, Moody’s assigns a low ratio to this factor. 

I did not find any information or data in Mr. Vickroy’s Surrebuttal Testimony 

that supports his conclusion that the risk associated with Factor 2,3,4 and 5 

is sufficient to off-set his conclusion that a rate decrease is justified based on 

Factor 1 (Financial Performance and Metrics). 

Does this conclude your testimony? 

Yes. 
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1 INTRODUCTION 

2 Q. Please state your name and business address. 

3 A. My name is Peter Scott. My business address is 1000 South Highway 80, 

4 Benson, Arizona 85602. 

5 Q- 
6 A. 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

By whom are you employed and in what capacity? 

I am the Director of Financial Operations for Sierra Southwest Cooperative 

Services (“Sierra Southwest”) and, as such, I supervise the financial activities of 

the cooperative. In addition, under agreements that Sierra Southwest has with 

Arizona Electric Power Cooperative, Inc. (“AEPCO”) and Southwest Transmission 

Cooperative, Inc. (“SWTC”), I am responsible for the same functions, as well as rate 

design and implementation, for these two cooperatives. As Director of Financial 

Operations, I serve on the Division Managers Group and report directly to the 

Chief Financial Officer. My specific responsibilities for AEPCO include 

establishing fiscal policy, procedures development and implementation of 

appropriate financial controls. I am also responsible for financial planning, rate 

design development and implementation, corporate treasury functions, as well as 

cash and working capital management and inventory control. 

18 Q. Please briefly describe your educational background and work-related 

19 experience. 

20 A. I hold a Bachelor of Arts Degree in History from Colorado College and 

21 completed my graduate and undergraduate Accounting and Finance studies at the 

22 University of Arizona. I began my employment with Sierra Southwest in 

23 December of 2011. Prior to joining Sierra Southwest, I worked in the 

24 Biotechnology Manufacturing industry for 1 1 years, most recently serving as 



1 

2 

Finance Director at Labcyte Inc. I previously worked as Accounting Manager in 

the Commercial Printing industry for six years. 

3 Q. 

4 A. 

5 

6 

7 

8 

9 schedules which support it. 

Mr. Scott, what is the purpose of your testimony? 

I will provide the Commission information concerning AEPCO, its membership 

structure, its Board review and approval process for this rate filing and its rate 

history. I’ll also describe generally the rate request and certain issues and other 

requests concerning it. Gary Pierson, our Manager of Financial Services, 

provides more specific details regarding the request and the A-H rate filing 

10 

11 Q. 

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 

BACKGROUND 

Mr. Scott, please describe AEPCO. 

AEPCO is a not-for-profit, generation cooperative which serves all or a portion of 

the wholesale power needs of its three all-requirements (“ARM”)’ and three 

partial-requirements (“PRh4”) Class A Member distribution cooperatives. We 

have one Class A ARM in south-central California-Anza Electric Cooperative, 

Inc. The two Arizona ARMS are Duncan Valley Electric Cooperative, Inc. and 

Graham County Electric Cooperative, Inc. Our three PRMs are Mohave Electric 

Cooperative, Inc. (“MEC”), Sulphur Springs Valley Electric Cooperative, Inc. 

(“SSVEC’’) and Trico Electric Cooperative, Inc. (“TRICO’). The Arizona 

distribution cooperatives are also regulated by the Commission. 

21 Q. 

22 A. 

23 

What is the difference between an ARM and a PRM? 

As the name implies, an ARM has a contract with AEPCO that requires it to buy, 

and AEPCO to plan for and furnish, all of its present and future power 

’ The three Class A Member Distribution Cooperatives are also referred to as the Collective All- 
Requirements Members or C A M S  in various contracts and agreements. 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I1 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Q. 
A. 

Q. 

A. 

Q. 
A. 

requirements. A PRM, instead, contracts with AEPCO to hrnish only a portion 

of its retail sales electricity requirements. That member then plans for and secures 

from AEPCO or others the balance of its electricity needs. MEC became a PRM 

in 2001 as part of AEPCO’s restructuring, which the Commission approved in 

Decision No. 63868. SSVEC became a PRM on January 1, 2008. That 

conversion was approved by the Commission in Decision No. 70105. TRICO 

became a PRM on January 1, 201 1 and that conversion was approved by the 

Commission in Decision No. 72055. 

Does AEPCO have other members? 

Yes. Valley Electric Association, Inc. became a Class D Member in 2007. It has 

a service contract for scheduling and trading services. It does not take any power 

or energy from AEPCO. 

How does AEPCO obtain the power and energy it supplies to its members 

and for firm contract sales? 

Most of it is produced at our Apache Generating Station, which is located near 

Willcox, Arizona. We have approximately 560 MWs of coal- and natural gas- 

fired capacity. To meet our members’ needs, or where it is more economical to 

do so, we also enter into other power purchase arrangements, including short- and 

long-term purchase agreements with other utilities. For example, AEPCO 

currently uses the South Point and Griffith purchased power contracts to provide 

summer peaking capacity and energy to the ARMS and TRICO. 

How is AEPCO governed and managed? 

AEPCO’s Board of Directors oversees all aspects of our operations. It is 

comprised of 13 members. Twelve of those Board members (two per Class A 

10421-59/3075789~3 3 



1 

2 

3 

4 

5 

6 

Member) are the ARM and PRM distribution cooperatives’ representatives who 

are selected by the distribution cooperative Boards. Those Boards, in turn, are 

elected by their retail memberkonsumers. The remaining AEPCO Board member 

represents the Class D Member. AEPCO, SWTC and Sierra Southwest operate 

collectively as Arizona’s G&T Cooperatives and are managed by a single Chief 

Executive Officer and Division Managers Group. 

7 Q. Mr. Scott, please describe AEPCO’s most recent rate authorization. 

8 A. AEPCO’s current rates were approved by Decision No. 72055 and took effect on 

9 January 1, 2011. In addition, the Decision approved continuation of the 

Purchased Power and Fuel Adjustor Clause (“PPFAC”). At AEPCO’s request, 

Decision No. 72735 made certain modifications to AEPCO’s base and PPFAC 

rates, which were approved in Decision No. 72055. Those changes became 

10 

11 

12 

13 effective on January 1,2012. 

14 Q. 

15 

16 A. 

17 

18 

19 

20 

21 

22 

Did AEPCO’s Board approve this rate filing and the other requests AEPCO 

is presenting in this application? 

Yes. The process of Board review began this spring. Several meetings were held 

to discuss the need for, and the elements of, AEPCO’s rate filing. In addition, we 

met with the distribution cooperatives’ staffs and consultants to review the 

revenue requirement aspects of the filing. Our purpose was to develop as much 

consensus on as many issues as possible. We believe that we have made 

significant progress on that front. AEPCO’s Board of Directors approved the 

filing of this rate case by a unanimous vote during its June 2012 meeting. 
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1 

2 Q. 
3 A. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

OVERVIEW OF FILING 

Please summarize AEPCO’s rate request. 

Mr. Pierson testifies concerning the specifics of the request. But, in general, 

AEPCO requests an overall 2.92% decrease in its revenue requirements, which is 

a blend of a 1.30% decrease in revenues from ARMs and a 3.12% decrease in 

revenues from PRMs. AEPCO requests that the new rates take effect no later 

than November 1, 2013 and that AEPCO’s PPFAC be continued with the 

modifications and the efficacy provision authorization described in Mr. Pierson’s 

testimony. As I’ll discuss, we also ask that the Commission approve revised 

depreciation rates. SWTC is also preparing a rate request that is scheduled to be 

filed with the Commission shortly after AEPCO’s submission. We request that 

the implementation date of both AEPCO and SWTC’s new rates be synchronized. 

13 Q. Why is there a difference as to how the overall decrease in AEPCO’s revenue 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 

requirements impacts members? 

The ARMs and TRICO purchased their other resources from AEPCO during the 

test year, while MEC and SSVEC elected to purchase requirements in excess of 

base resources from other parties. Therefore, MEC’s and SSVEC’s peaking 

capacity and energy costs are not included as part of AEPCO’s revenue 

requirements. The incremental differences between the generation mix fuel 

prices, as well as the capacity and energy costs associated with additional 

resources, resulted in less of a decrease for the ARMs and a slight increase for 

TRICO. 

5 



1 Q. 

2 

3 A. 

4 

5 

6 

7 

Do the Class A Members benefit from cost recoveries and margins made on 

sales to others by AEPCO? 

Yes. The first step in our rate determination process is to credit to the benefit of 

all members whatever cost recoveries and margins that AEPCO has achieved in 

the test year in its sales to others. Thus, those proceeds from others are used to 

reduce the distribution cooperatives’ cost of service and, therefore, the rates for 

generation service which their retail members have to pay. 

8 Q. 
9 

10 A. 

11 

12 

13 

14 

15 

16 

17 

18 

19 

Mr. Scott, is AEPCO requesting Commission approval of a change in its 

depreciation rates pursuant to A.A.C. R14-2-102 in this rate application? 

Yes. As Mr. Pierson explains in his testimony, AEPCO must periodically review 

and revise its depreciation rates in order to meet the regulatory requirements of 

the Rural Utilities Service. In that regard, AEPCO contracted with Black & 

Veatch Corporation (“B&V”) to conduct an assessment study of the gas- and 

coal-fired units at Apache Station. A copy of B&V’s May 201 1 study is attached 

as Exhibit PS-I. Based on that study, attached as Exhibit PS-2 is a summary of 

the revised depreciation rates for production units and additions prior to 

December 31, 2013, rates for additions after December 31, 2013 and net 

decommissioning cost amortization. AEPCO requests Commission approval of 

the depreciation rates shown on Exhibit PS-2. 

20 Q. 

21 A. AEPCO is requesting operating margins of $931,000. On a cash basis, the 

22 requested margins would generate approximately $5 .O million of working capital 

23 on an annual basis. We have reviewed AEPCO’s working capital needs going 

24 forward and have determined that we should build gradually to approximately 

25 $20 million in working capital to support operational requirements. The margins 

What level of margins is AEPCO requesting in this rate application? 
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1 

2 

we request in this case will assist in the process of achieving that working capital 

level over the next few years. 

3 CONCLUSION 

4 Q. Do you have any concluding remarks? 

5 A. 

6 

7 

8 

We ask that the Commission enter its Order authorizing (1) the implementation on 

or before November 1, 2013 of the ARM and PRM rates we have requested; 

(2) the revised depreciation rates stated in Exhibit PS-2; and (3) continuation of 

the PPFAC as described in Mr. Pierson’s testimony. 

9 Q. Does that conclude your direct testimony? 

10 A. Yes, it does. 
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Unit 

1.0 Executive Summary 

Contracted Typical Year in Net Rating’ 
Fuel MW Service Service Through 

1.1 Introduction 
Arizona Electric Power Cooperative, Inc.’s (AEPCO) Apache station located near 

Cochise, Arizona contains a mix of coal and natural gas fired generation. AEPCO is 
interested in aligning unit depreciation with the current expected life of the units. Black & 
Veatch was engaged to provide a high level assessment of the probability of continued 
operation of these units to their planned end of life and to provide order of magnitude 
demolition costs and salvage value that AEPCO could expect to incur a t  the conclusion of the 
useful life of each respective unit. 

Table 1-1 provides an overview of the AEPCO units and their current end of contract 
and possible decommissioning dates as provided by AEPCO. 

(1) Summer / winter net ratings reported from data available in the public domain. 
(2) ST1 can run independently or in a combined cycle mode GT1. 
(3) ST2 and ST3 can achieve full load on coal or gas. 

1.2 Approach 
Black & Veatch’s assessment of the Apache units’ current condition and expected 

useful life was based on the following approach. 
e Site visit to visually assess general plant conditions. 

Interviews with key personnel to understand historical plant operations and 0 

maintenance (O&M) practices, equipment issues, and planned outages, 
upgrades, and capital expenditures. 

0 Review of reports, historical records and performance indicators. 

Outage reports (including equipment test records). 
Previous life assessments. 

0 O&M and capital expenditures. 
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0 Unit historical operation and performance data (heat rate, capacity 
factor, EFOR, availability, number of starts, emissions). 

0 Fuel sources and quality. 

Review of projected unit operations and maintenance. 
Review of support infrastructure and other information. 
0 Organization charts. 

0 

0 

0 Environmental compliance and pending issues. 
Presence of hazardous materials (asbestos, lead paint, etc.). 0 

0 Waste treatment and disposal. 
0 Weights of major equipment. 

Based on this understanding of the current condition combined with the projected 
utilization and planned maintenance activities Black & Veatch has developed an assessment 
and opinion regarding the potential to continue the utilization of the assets consistent with 
the expected remaining useful life for each respective generator. 

1.3 Useful Life Assessment 
The plant appeared to be in reasonably good condition and maintaining good 

housekeeping practices. Some general wear and tear was noted and consistent with the 
expectation for units of these vintage. Normal maintenance was underway along with some 
capital additions such as  the addition of a second limestone ball mill. Plant staff advised 
that the station was preparing for an extended ST3 outage. 

Apache Station has settled approximated 4 feet because of pumping that has 
lowered the ground water level within the Wilcox Basin. Settlement across the station has 
not been uniform with larger reported differentials in the east - west direction compared to 
the north-south direction. The 2007 study indicated some tilting of the turbine generators 
and some bowing of the high pressure-intermediate pressure turbine shells. This was likely 
caused by pipe loading. 

Discussions with plant staff during the site visit indicated that purchases of 
surrounding farmland has reduced water competition and consumption rates and use of 
remote wells has reduced the settlement rate around the plant. The plant must continue to 
monitor subsidence and continue to  take corrective actions to reduce the resulting impacts 
on equipment, structures, and piping. 

1.3.1 GTl/STl  
The average annual capacity factor over the last 5 years is approximately 7.3 

percent. Operating a t  the projected 25 percent capacity will increase wear and tear on the 
unit requiring more frequent outages and higher capital expenditures. In order for CT1 to 
operate a t  such a high capacity factor over the next 9 years major maintenance of the 
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combustion turbine and rewind of the generator may be required. The turbine/generator 
OEM General Electric (GE) has recommended rewinding of the stator and could offer no 
estimate of its remaining life. 

A more likely scenario would be to continue operating as  a seasonal peaking unit 
with an average 5 to 1 0  percent capacity. In the event of catastrophic failure, AEPCO would 
have the option of repairing or replacing the required equipment or  decommissioning the 
unit and operating ST1 independently to end of life. The availability of replacement parts 
and economics would dictate this decision. 

Based on information obtained from the site visit, staff interviews, and outage 
reports, it is anticipated the ST1 will be able to  continue operation to 2020 provided AEPCO 
continues to operate and maintain unit equipment. 

As a minimum AEPCO should continue to: 

conditions of the turbine. 

recommendations including partial discharge (PD) tests on the generator. 

0 Perform annual borescope inspections of the unit to monitor internal 

e Perform inspections and overhauls in accordance with OEM 

e Continue routine preventive maintenance. 
e Consider operating ST1 independent of GT1 if higher annual capacity factors 

are required. 

1.3.2 STZ & ST3 
Based on information obtained from the site visit, staff interviews, and outage 

reports, i t  is anticipated the ST2 and ST3 can continue operation to 2035 provided AEPCO 
continues to maintain good operations, maintenance and safety practices, and to expand the 
capital required for periodic replacement/refurbishment of the equipment. As a minimum, 
AEPCO must: 

b Continue to  monitor plant settling issues and take proactive measures to 
reduce settlement rates and to correct resulting stresses on plant structures 
and equipment. 

recommendations. 
0 Perform inspections and overhauls in accordance with OEM 

Continue crawl through inspections of the boilers during scheduled outages. 

Maintain good housekeeping practices, particularly in coal handling areas to 

0 

e Continue routine preventive maintenance. 

minimize fire/explosion potential. 
0 

I t  should be noted that Black & Veatch’s evaluation did not consider the impact of 
future environmental requirements on the unit. Impacts such as  mandated COz capture, 
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GT3 

installation of SCR for NO, reduction, etc. can impact the economic viability of future 
operations. 

1.3.3 GT2, GT3 & GT4 

As shown in Table 1-2, AEPCO expects to operate GT2 and GT3 a t  slightly higher 
capacity factors in the future. GT4 is expected to operate a t  a significantly higher capacity 
factor. 

Outages are typically based on the number of starts and operating hours. Plant staff 
reported the GT3 has over 12,000 hours of operation and is scheduled for a major overhaul 
in 2012. 

< 2% 5% 

Capacity Factor Capacity Factor 

AEPCO's proposed plan will require an increased number of starts and higher 
operating hours. Both events will reduce the calendar period between required overhauls 
and increase required capital and operating budgets over historical values. I t  should be 
noted that combustion turbine Performance degrades over time between overhauls and 
with an increasing number of starts. The majority of this performance loss is typically 
recaptured during overhaul. 

As a minimum, AEPCO should: 
e Complete the planned major overhaul of GT3 in 2012. 

Perform annual borescope inspections of the unit to monitor internal 

0 Perform other inspections and overhauls in accordance with OEM 

0 Continue routine preventive maintenance. 

e 

conditions of the turbine. 

recommendations based on number of starts and operating hours. 

1.3.4 Major Electrical Equipment 

Black & Veatch's evaluation of the major electrical equipment is based on 
discussions with AEPCO staff, review of outage reports, review of submitted test data, and 
observations during the site tour. N o  major issues of concern were noted. The following 
recommendations are made to ensure continued operation to the planned equipment end of 
life. 
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b Continue existing maintenance and inspection program. 
Monitor generator vibration levels with the consideration that shorted rotor b 

turns will exhibit increased levels. 

Doble testing of winding and bushing power factor. In addition, include 
degree of polymerization analysis on transformer oil (as part of Furan 
screen) to determine remaining life of insulation system. 

support early detection of adverse loading trends. 

high structures. 

section 6.2 of this report. 

Continue oil sampling on all large oil filled transformers; include periodic 

b Log top oil and winding temperature readings from local indicators to 

b Test the grounding system and verify connections to below grade grid for 

Test medium voltage switchgear and underground cable as recommended in 

1.4 Decommissioning Cost & Salvage Value Assessment 
A set of decommissioning assumptions was developed based on discussions with 

AEPCO corporate and plant staff. These discussions focused on safety and security 
requirements, known hazardous materials that would be encountered during demolition, 
and final site conditions. A complete list of assumptions is shown in Section 7 of the report. 

1.4.1 Decommissioning Cost 

The total estimated cost to decommission the Apache Station is approximately 61  
million dollars ($61,100,000). A detailed breakdown of estimated decommissioning costs 
are shown in spreadsheets included in Appendix A. 

1.4.2 Salvage Value 

Scrap values used in this study are  based on discussions with Tucson Iron & Metal 
Company and reflect March 2011 values. The total estimated salvage value of Station 
equipment is approximately 14.4 million dollars ($14,400,000). 

1.5 Conclusion 
Based on information obtained from the site visit, staff interviews, outage reports, 

and Black and Veatch’s experience with other unit of similar design and vintage it is 
anticipated AEPCO can continue operation of the Apache units until their current end of 
contract dates provided AEPCO continues to maintain good operations, maintenance and 
safety practices and expand the capital required for periodic replacement/refurbishment of 
the equipment. 
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Net Rating1 Typical Year in 

Unit Fuel M W  Service Service 

G T l 2  Natural Gas 10 / 10  Peaking 1963 
GT2 Natural Gas / F02 18.5 / 20 Peaking 1972 
GT3 Natural Gas 60 / 63 Peaking 1975 

2.0 Introduction 

Contracted 
Through 

2020 
2020 
2020 

Arizona Electric Power Cooperative, Inc.’s (AEPCO) Apache station located near 
Cochise, Arizona contains a mix of coal and natural gas fired generation. AEPCO is 
interested in assessing the probability of continued operation of these units to their current 
end of contract with AEPCOs Class A members as well as  order of salvage value and 
demolition and salvage value a t  the anticipated end of life. Black & Veatch (B&V) was hired 
to perform a high level review of Apache Station’s plans including pricing information based 
on their experience and available industry data. 

GT4 
ST12 
ST23 
ST33 

2.1 Station Summary 
Apache Station is comprised of a mixture of fossil fuel fired boilers / steam turbines 

(ST) and gas (combustion) turbine (GT) generation. Table 2-1 provides a summary of the 
station generating units. 

Natural Gas / FO2 38 /44 Peaking 2004 2035 

Coal / Natural Gas 175 Load Following 1979 2035 
Coal / Natural Gas 175 Load Followina 1979 2035 

Natural Gas 72 Peaking 1964 2020 

I I I I I 

(1) Summer / winter net ratings reported from data available in the public domain. 
(2) ST1 can run independently or in a combined cycle mode CT1. 
(3) ST2 and ST3 can achieve full load on coal or gas. 

The plant is located near a large natural gas transmission line. Sufficient capacity is 
typically available to meet plant demands during peak summer conditions. Interruptions 
were only noted during extended periods of unusually cold weather. An onsite compressor 
station is located near GT4 to ensure sufficient pressure to meet LM6000 full load 
requirements. 

Coal is supplied by unit train from western bituminous and subbituminous coal 
sources. Onsite blending capability is available through the existing coal reclaim system. 

Number 2 Fuel Oil (F02) is currently supplied by truck and stored in a storage tank 
near GT4. The fuel is also used by the plant mobile equipment to ensure the fuel is turned 
over and does not degrade. GT4 is permitted for fuel oil operation. Plant staff advised their 
strategy would be to keep the tank filled in a long term event. Other fuel oil tanks located on 
the north end of the site have been emptied and are on standby. The fuel oil supply and 
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transfer systems to GT2 are on standby and would require refurbishment before use. Plant 
staff has advised that tanker trucks have been used to  support short term test firing with oil, 
but the plant plans to maintain duel fuel capability for the indefinite future. 

The gas turbine units are air cooled. The steam turbine units utilize mechanical 
draft cooling towers for heat rejection. 

The station is located in the Wilcox Basin with more than 1,000 feet of alluvial 
sediments. Water for agricultural and industrial use in the basin, including site use, is 
obtained from wells installed within the alluvium. As a result of the ground water use, the 
load applied by the dewatered soil to underlying soils increases, causing compression of the 
underlying soil and settling of plant structures including ST2 and ST3.1 The plant 
periodically monitors this settlement and impacts on large equipment including the turbine 
generator, boilers, stack, ESP, and high energy piping. AEPCO has taken steps to reduce 
regional water competition and settlement rates through the purchase of surrounding 
farmland. 

ST2 and ST3 are typically operated in a load following mode. ST1 and GT1 and the 
gas turbine units GT2, GT3, and GT4 typically operate during seasonal peaking conditions. 
Historical capacity factors and reliability data are shown in Table 2-2. Projected capacity 
factors are shown in Table 2-3. 

Table 2-2 Historical Reliability Statistics 

1 Arizona Electric Power Cooperative, Inc. Apache Generating Station ST3 High Energy Piping and 
Subsidence Study, Black & Veatch Corporation, May 2007 
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2009 50.45 
2010 18.59 

81.66 10.84 39,919 
95.39 8.59 32,007 

Unit 
ST 1 / GT 1 
GT2 
GT3 

Year(s) NCF%? 
2011 - 2020 25.0 
2011 - 2020 2.0 
2011 - 2020 5.0 

ST2 

GT4 2011 - 2020 25.0 
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2011 69.11 
2012 
2013 
2014 
2015 
2016 
2017 

57.99 
68.67 
60.12 
79.68 
73.79 
86.09 



2018 
2019 
2020 

2.2 Project Approach 
B&V's project approach to the evaluation of generating unit life is based upon a 

Current condition. 
Historical utilization. 
Forecast utilization. 
Expected decommissioning horizon. 

Our process then compares those findings with typical industry practice and 
experience to provide an opinion regarding the likelihood of the equipment reaching the 
expected decommissioning date after factoring anticipated maintenance and/or other 
investment. This approach was broken into the following steps. 

process of evaluation after consideration of each of the following: 

95.00 
90.27 
95.00 

2.2.1 Step 1 -Data Request & Review 
B&V assembled a list of data to be reviewed as part of the assessment. Where 

possible, data provided by AEPCO was reviewed prior to the site visit to help focus visual 
investigations and interview questions on historical issues. Information requested from 
AEPCO included the following: 

Historical performance indicators. 
0 Winter and summer capacity. 

Winter and summer heat rate. 
Capacity factor. 

0 Annual generation. 
Number of starts. 

0 
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0 Service hours. 
0 EFOR and equivalent availability. 

0 Performance targets. 
0 Fuel quality data. 
0 Previous life assessment studies.2,3 
0 Reliability data and reports. 
0 Equipment inspection reports. 
0 Outage reports. 
0 O&M 

component. 
0 CMMS Utilization. 

and capital targets / projections including details on unit and 

0 Tools and methodology. 
0 Maintenance performance reports. 

0 Maintenance history. 

0 Organization charts. 

0 Maintenance backlog for outage and non-outage work. 

0 Other Useful Information. 

0 Copies of Benchmarking data or studies that were either performed 

Any environmental compliance or permitting issues on the horizon. 
Presence of hazardous materials such as  asbestos, lead paint, PCB 

in-house or  that were provided by others. 
0 

0 

contaminated oil, etc. 
0 Waste treatment and disposal. 

Details regarding reagent sburces. 
0 Details of existing O&M Agreements or LTSAs/LTPAs. 

Weights of major equipment for estimating salvage value. 0 

2.2.2 Step 2 - Site Visit 
A site visit/plant walk down was conducted by three B&V engineers familiar with 

operations and maintenance of coal fired generating units and combustion turbines on 
February 15 and 16, 2011. The intention was to assess the general condition of the plant 
and key equipment including: 

0 Boilers and draft equipment. 
0 

0 

Fuel handling and preparation equipment. 
Steam turbine and auxiliary equipment. 

*Arizona Electric Power Cooperative, Inc. Apache Generating Station Combined Cycle Unit No. 1 Life 
Assessment Study, Burns & McDonnell June 1991 &July 1992 
3 Arizona Electric Power Cooperative, Inc. Apache Generating Station Units 2&3 Major Power 
Generation And Plant Electrical Equipment Condition Assessment Report, Burns & McDonnell June 
August 2003 
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0 Emission control equipment. 
0 Ash handling and storage. 
0 Combustion turbines. 
0 Generators. 
0 Medium Voltage Electrical switchgear. 
0 Large Transformers. 
0 Large Motors. 

Following completion of site safety training, an initial tour of the plant site was 
conducted by Mr. David Murray. The B&V team was given access to requested locations 
which included the GTl/STl area, ST2 and ST3 turbine decks, ST2 & 3 boilers, common 
station control room, ST2 and ST3 feed and condensate systems, tripper deck, pulverizers, 
ESPs, FGD equipment, and the coal yard. Access to GT2 and the water treatment building 
was also provided. The specific scope of service for the project did not call for inspection 
or entry into tanks or  confined spaces. The general conditions of cooling towers and 
energized electrical equipment such as transformers were observed from a safe distance. 
Tours of GT3 and GT 4 were conducted on the morning of February 16. 

The plant appeared to be in reasonably good condition and maintaining good 
housekeeping practices. Some general wear and tear was noted all of which appeared 
consistent with the expectation for units of these vintage. Plant staff advised the station 
was preparing for an ST3 outage which would include the addition of Hastelloy cladding to 
the stack liner to resist acid attack a t  low stack temperatures. The ST2 stack would be clad 
during its next outage. 

2.2.3 Step 3 - Interviews with Key Personnel 

The B&V team met with operations, maintenance, and environmental 
representatives from the plant and corporate staff. After brief introductions the group 
began to systematically discuss general plant practices, historical issues, and planned 
upgrades or capital additions by major system or equipment item for each unit. These 
discussions resulted in additional data requests from the B&V team. 

The AEPCO staff was cooperative and supplemented discussions with additional 
reports and data where available. 

2.2.4 Step 4 -Review of Projected Operations, Planned Maintenance, and Capital 

AEPCO conducts short (3 year) and long range (10 year) maintenance and capital 
upgrade planning. The long range plan is currently undergoing update. A copy of a 
December 2008 plan was provided for review. Copies of two short range (2005 through 

Expenditures 
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GTl 

2008 and 2009 through 2011) Summary of Construction Program and Cost spreadsheets 
were also provided for B&V review. 

Minor boiler outages are currently conducted on the ST units every two years. This 
typically include crawl though inspections of the boiler as  evidenced by several TJR 
Technical Services, Inc. reports provided by AEPCO staff for B&V review. Major boiler 
outages have historically been conducted every 8 years, however, AEPCO staff advised this 
has moved to a 6 year cycle to coincide with major turbine outages. Major generator 
outages are conducted as needed. 

Historical average and 2011 projected O&M expenditures are shown in Table 2-4. 
Costs include operation staff, maintenance of the units, structures, and other miscellaneous 
equipment, and amortization of overhauls. Long range estimates were not provided for 
review. 

$49,410 I $54,960 
GT2 
GT3 
GT4 
ST 1 
ST2 
ST3 
Overall Plant 

$46,490 $51,710 
$3 83,43 0 $426,440 
$323,620 $369,920 
$1,329,800 $1,478,9 60 
$7,582,770 $8,433,350 
$10,075,940 $11,206,180 
$19,791,460 $22,011,520 

Plant 2011 capital expenditures are projected to be approximately $11,782,400. 
The December 2008 long range plan estimated 2012 capital expenditures would be 
approximately $13,911,300. Subsequent year expenditures through 2018 were assumed to 
increase by 3 percent. The majority of 2011 capital expenditures were directed toward ST2 
and ST3. No specific GT expenditures were noted in the 2011 budget provided for review. 

AEPCO typically capitalize any expenses over $25,000. 

2.2.5 Step 5 - Decommissioning and Net Salvage Value Estimates 

A set of decommissioning assumptions was developed based on discussions with 
AEPCO corporate and plant staff. These discussions focused on safety and security 
requirements, known hazardous materials that would be encountered during demolition, 
and final site conditions. A detailed list of these assumptions is included in Section 6 of this 
report but generally includes: 

e Decommissioning dates. 
e Ownership assumptions. 
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0 Site security requirements. 

0 Assumed /allowable site conditions. 
0 Presence of contaminants such as lead and asbestos. 

0 Demolishing methods (dynamite, cutting and disassembly, etc.) 

Decommissioning costs were based on B&V estimates for similar type and size units 
and adjusted to reflect regional costs and values. Salvage value estimates are based on 
typically saleable materials and estimated quantities. Decommissioning costs and salvage 
values are presented in 2011 dollars. 

2.2.6 Step 6 -Reporting 
The results of B&V's investigations, assessments, and estimates were consolidated 

into this report. The report was reviewed internally by B&V and then a draft submitted to 
AEPCO for review and comment. 
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3.0 GT1/ ST1 Affirmation of Unit Life 

3.1 Background and Description 

3.1.1 GT1 

GT1 is a natural gas fired, simple cycle GE MS5001D combustion turbine. Exhaust 
gas is ducted to the adjacent ST1 fired boiler to allow the units to operate in a combined 
cycle mode. GT1 is operated in combined-cycle with ST1. An air washer is used to increase 
capacity during hot weather. 

Figure 3-1 GT1/ ST1 

GT1 is the oldest unit on the site with an average annual capacity factor of 
approximately 6.6 percent over the last six years.4 The GT was replaced with a rebuilt GT of 
same model, specs, frame and vintage in 2000, but still carries the same OEM designation. A 
major inspection of the unit was conducted in early 2010 by the Wood Group. Unplanned 
work activities during the outage included removal of the 1st stage buckets for inspection, 

4 2005 through 2010. 
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and removal of the lower half of the exhaust diffuser for resealing. Plant staff advised the 
controls were also upgraded during this outage. 

During the same period the Generator Stator was visually inspected by General 
Electric (GE) and TurboCare Generator Services. Their reports indicates the generator 
contains the original asphalt-mica winding and original flat windings with maple fill and 
that the general cleanliness was poor due to the open ventilation system and the presence 
of coal dust in the air. GE recommended a full stator rewind based on the age of the unit, 
but understood the unit was to be contracted through the next ten years. The present plan 
by AEPCO not to proactively rewind the generator is prudent based on the limited running 
hours coupled with relatively low potential payback and risk of failure. Some areas of 
corona were observed throughout the unit which was attributed to the amount of coal dust 
contamination. Coal contamination and areas of corona will continue to  occur. GE could not 
determine the level of insulation damage or remaining life of the unit in this condition. 
Cleaning was recommended, but care must be taken not to damage the stator components. 

3.1.2 ST1 

ST1 is a natural gas fired boiler. ST1 can be operated independently or heat from 
the boiler burners can be supplemented by exhaust gas from GT1. ST1 is the oldest of the 
steam units and typically operates only in peaking mode. The average capacity factor over 
the last six years' is approximately 5.33 percent. 

Excess heat from the turbine cycle is removed by nearby cooling tower. The 
redwood tower was rebuilt in 1995 and is equipped with a fire protection system. Staff 
advised the towers only require routine maintenance. 

A major boiler outage was conducted in 2010. Plant staff advised that 
approximately 85 percent of the furnace tubes were replaced during this outage. 
Condenser water box cleaning and anode replacement was also completed. Some 
condenser tubes have been plugged. Coatings and circulating water pipe repairs were not 
included in the outage. The circulating water pumps were rebuilt in 2009 and 2010. The 
original air removal equipment operates satisfactorily. AEPCO plans to replace the dog 
bone expansion joint. 

No issues were reported with the boiler draft equipment. 
Sagging of high energy piping was reported in a 1996 study. The sagging has been 

addressed and recent inspections have not noted any subsequent problems. Plant staff 
advised high energy piping is inspected every 6 years. 

No. 4 feedwater heater was recommended for replacement as part of the 1992 
study. The plant has elected to bypass the heater and has no current plans to replace. The 
bypass of the heater results in an efficiency loss but has no affect on the physical plant 
remaining life. 
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The turbine nozzle block was replaced in 2000. The most recent major turbine 
generator outage was conducted in early 2009 by Energy Engineering & Construction, Inc 
and Mechanical Dynamics and Analysis, Ltd. Work activities included turbine repairs and a 
rewedging of the generator stator. During the stator rewind, contamination from the lead 
based solder used in two of the original coolers was noted and abated. This contamination 
is expected to continue and be present during future outages. Abatement should be 
included in cost and schedule estimates. 

3.2 Conclusions and Recommendations 

3.2.1 GT1 
The average annual capacity factor over the last 5 years is approximately 7.3 

percent. Operating a t  the projected 25 percent capacity will increase wear and tear on the 
unit requiring more frequent outages and higher capital expenditures. I t  is not likely that 
the unit could operate at  such a high capacity over the next 9 years without a major 
maintenance inspection of the combustion turbine and rewind of the generator. GE 
previously recommended rewinding of the stator and could offer no estimate of i ts  
remaining life. 

As a minimum, AEPCO should continue to: 

conditions of the turbine. 

recommendations based on number of starts and operating hours. 

e Perform annual borescope inspections of the unit to monitor internal 

e Perform inspections and overhauls in accordance with OEM 

e Continue routine preventive maintenance. 

3.2.2 ST1 
Based on information obtained from the site visit, staff interviews, and outage 

reports, it is anticipated the ST1 will be able to continue operation to 2020 provided AEPCO 
continues to  operate and maintain unit equipment. As a minimum AEPCO should continue 
to: 

e Perform annual borescope inspections of the unit to monitor internal 

e Perform inspections and overhauls in accordance with OEM 

e Continue routine preventive maintenance. 

conditions of the turbine. 

recommendations. 

e Consider operation independent of GT1 if higher annual capacity factors are 
required. 
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4.0 ST2&3 Affirmation of Unit Life 

4.1 Background and Description 
Apache Generating Station Units 2 and 3 are essentially identical units 

commissioned in 1979, each having a gross nameplate rating of 195 MW. Coal is the 
primary fuel, but the units have been modified to achieve full load on either coal or natural 
gas. AEPCO may also consider co-firing of the two fuels in the future. 

Figure 4-1 ST2 and ST3 

4.1.1 Steam Generator and Support Equipment 
ST2 and ST3 are equipped with Riley Stoker balanced draft, radiant type, turbo fired 

steam generators. The units are rated at  1,355,000 lbs/hr a t  2620 psig / gT)Mhin 
steam outlet and 1000°F reheat steam outlet conditions. Coal is pulverized for each unit by 
three Kennedy Van Suan ball tube mills and conveyed to the burners by three dedicated PA 
fans. Two 50 percent capacity forced draft and induced draft fans are  provided for each 
unit. Each unit is supplied with two tri-sector regenerative heat exchangers. 

The unit is considering installing variable frequency drives (VFDs) on the ID and 
possibly the PA fans within the 2012 - 2013 timeframe. No problems were reported with 
these fans; the proposed changes would allow for better control and reduce station power 
consumption. 

The units’ air heater baskets are original and need to be replaced. AEPCO did report 
that leakage is normal and the seals are in good condition. 
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4.1.2 Steam Turbine Generator and Support Equipment 

Apache 2 and 3 are equipped with General Electric tandem compound, double flow 
reheat steam turbine generators with a flow of 1,286,627 lb/hr a t  2400 psig 1000°F main 
steam 1000’F reheat steam conditions. The generators are cooled by hydrogen. 

Feedwater is supplied through six stations of feedwater heating: three low pressure 
(LP) stages, deaerator, and two high pressure (HP) heaters. The 2003 life assessment study 
recommended replacing the ST2 FWH 5 and ST3 FWH 6 heaters with stainless steel (SS) 
tubes. Plant staff advised these have not been replaced. ST2 FWH 5 and 6 have about 5 to 
10  percent of their tubes plugged. ST3 FWH 6 has approximately 12 percent of its tubes 
plugged. Industry practice suggests feedwater heater replacement is considered after 10% 
of the tubes are plugged. However the decision to replace or re-tube the heaters is 
primarily a question of economics weighing the improved heat rate against the capital cost 
and the time over which the improved efficiency could provide a return on the investment 
(through fuel savings). Poor feedwater heater performance due to  plugged tubes is 
generally not a capacity concern until the boiler must be fired a t  a rate higher than the 
boiler capacity in order to “make up” for the reduced feedwater temperature. 

AEPCO is considering installing VFDs on the boiler feedwater pumps (BFPs) in the 
2012 - 2013 timeframe. Pumps are typically rebuilt every 6 years. AEPCO maintains one 
spare volute on site. Plant staff advised an additional stage was added to  the Condensate 
pump bowl assemblies. Motor upgrades were not required since loading is never more than 
85 percent. 

4.1.3 Emission Control Equipment 

Apache 2 and 3 are equipped with hot-side electrostatic precipitators (ESP) for 
particulate control, wet limestone flue gas scrubbers for SO2 control, and overfire air (OFA) 
for NO, control. 

The units share a common reagent preparation system. Limestone for the FGD 
system is delivered by truck and crushed by a 5 tph mill. Installation of a second, higher 
capacity ball mill is underway. The foundations were partially completed a t  the time of 
B&V’s site visit 

Each unit is equipped with 2 absorber modules with multiple pumps and spray 
levels. Plant staff advised typical SOZ removal is in the 80% to 85% range and is considered 
marginal. Equipment upgrades over and above those currently in progress will be required 
to achieve 95% SOz removal. Upgrades recommended in a 2004 Radian study included 
additional trays and loop spray header, higher capacity slurry recycle pumps. Conversion to 
forced oxidation may also be required to support higher removal rates. Plant staff advised 
SCR and FGD upgrades are projected for the 2014 timeframe. Capital cost estimates for 
these additions were not provided for review. 

The unit currently adds calcium bromide to coal during reclaim to reduce mercury 
levels by approximately 50 percent. The mercury is captured in the FGD waste and stored 

. 
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in a lined on-site surface impoundment. Use of hydrogen bromide or  other chemical 
process would be required to meet higher required levels of mercury removal. Plant staff 
has not been advised of any impact of the calcium bromide on the salability of the fly ash. 
Plant staff speculated that there may be some impact on ESP operation, but this needs 
further investigation. 

Plant staff advised that some ESP upgrades were suggested in a 2004 study, but 
these were not specifically identified. Staff did advise that the ESP controls are adjusted 
annually to reduce ash carryover. No other ESP related issues were noted. 

The units share a common concrete chimney with separate steel liners. The liners 
have suffered some acid attack from low temperature operation; however, the plant is 
scheduled to apply Hastelloy cladding to the Unit 3 stack during the scheduled Spring 2011 
outage. Unit 2 is scheduled for cladding in 2012. 

4.1.4 Miscellaneous Equipment 

Apache 2 and 3 are each equipped with a 9 cell mechanical draft cooling towers for 
heat rejection. Water for the station is supplied from deep wells located on the plant site. 
Plant staff advised sufficient water rights are available to meet needs. I t  is assumed that 
AEPCO will maintain these rights through the remaining life of the units. 

Coal is delivered by unit train and off loaded via bottom dump rail cars. Coal is held 
in stockpile or transported to the three coal bunkers on each unit by conveyor. 

Bottom ash and scrubber sludge from the units is hydraulically conveyed (sluiced) 
to onsite surface impoundments. Fly ash is pneumatically conveyed to silos for sale or 
disposal in the onsite surface impoundments. Current storage appears to be adequate. It is 
assumed that additional storage areas will be permitted and developed as needed. Normal 
periodic maintenance and replacement of the ash piping will be required. 

4.1.5 Equipment Subsidence 
Apache Station has settled approximated 4 feet because of pumping that has 

lowered the ground water level within the Wilcox Basin. B&V's 2007 ST3 High Energy 
Piping and Plant Subsidence Study indicated that a t  that time the settlement rate was 
approximately 0.3 to 0.6 feet per year. Settlement across the station has not been uniform 
with larger reported differentials in the east - west direction compared to  the north-south 
direction. The 2007 study indicated some tilting of the turbine generators and some 
bowing of the high pressure-intermediate pressure turbine shells. This was likely caused by 
pipe loading. 

Discussions with plant staff during the site visit indicated that purchases of 
surrounding farmland has reduced water competition and consumption rates and use of 
remote wells has reduced the settlement rate around the plant An updated subsidence 
survey needs to be taken. 
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4.2 Conclusions and Recommendations 
Based on information obtained from the site visit, staff interviews, outage reports, 

and Black & Veatch's experience with other unit of similar design and vintage it is 
anticipated the ST2 and ST3 can continue operation to 2035 provided AEPCO continues to 
maintain good operations, maintenance and safety practices and expand the capital 
required for periodic replacement/refurbishment of the equipment. As a minimum, AEPCO 
must: 

0 Continue to monitor plant settling issues and take proactive measures to 
reduce settlement rates and to correct resulting stresses on plant structures 
and equipment. 

recommendations. 
Perform inspections and overhauls in accordance with OEM 

Continue crawl through inspections of the units during scheduled outages. 

Maintain good housekeeping practices, particularly in coal handling areas to 

0 Continue routine preventive maintenance. 

minimize fire/explosion potential. 
6 

I t  should be noted that B&Vs evaluation did not consider the impact of future 
environmental requirements on the unit. Impacts such as mandated C02  capture, 
installation of SCR for NOx reduction, etc. can impact the economic viability of future 
operations. Evaluation of the regional market power prices in light of environmental 
compliance costs that increase the AEPCO operating costs would need to consider both the 
AEPCO costs and the costs that will be incurred by other generators in the region. Such a 
market evaluation is beyond the scope of this effort. 
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5.0 GT 2 - 4 Affirmation of Unit Life 

5.1 Background and Description 
Peaking service is provided by three simple cycle gas turbines referred to as GT2, 

GT3, and GT4. GT2 and GT3 are dual fuel capable, but typically fire natural gas. GT3 can 
only fire natural gas. The combustion turbines are  distributed across the site, with 
sufficient access to support periodic maintenance and overhauls. GT2 and GT3 are 
contracted through 2020. GT4 is the newest unit on site and is contracted through 2035. 

5.2 Equipment Assessments 

5.2.1 GTZ 

GT2 is a simple cycle GE Frame 5N combustion turbine rated a t  approximately 20 
MW. The unit typically fires natural gas but can be fired with F02. The fuel oil supply 
system is currently on standby and requires refurbishing. FO operation is tested using 
tanker trucks to supply the fuel. 

The unit normally operates in a peaking mode but is tested monthly. Plant staff 
advised annual operating hours range between 20 to 100 hours. GT2 start time is 
approximately 7 minutes so the unit can be considered as  spinning reserve. 

Per the OEM recommendations and AEPCO practice maintenance intervals are 
scheduled based on the number of starts or hours of operation. However, in a peaking 
mode of operation the inspection intervals are typically defined by the accumulated number 
of starts since the number of operating hours is quite low. Station records indicate a 
borescope inspection was completed in 2010. A condition assessment report was not 
available for review. 

The unit is contracted through 2020. 

5.2.2 GT3 

GT3 is a simple cycle, natural gas fired Westinghouse 501B2 combustion turbine 
rated at  approximately 67 MW. The unit is equipped with two evaporative coolers to 
reduce inlet air temperature; however, the coolers need significant corrosion repairs. The 
controls system has been updated. Plant staff reported some replacement turbine blades 
have been purchased but not installed. 

Outages are typically based on the number of starts and operating hours. Plant staff 
reported the unit has over 12,000 hours of operation and is scheduled for a major overhaul 
in 2012. Startup time is approximately 30 minutes. 

GT3 is currently contracted through 2020. 
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Figure 5-1 GT2 

Figure 5-2 GT3 

5.2.3 GT4 
GT4 is a simple cycle, dual fuel, GE LM6000 rated a t  approximately 40 MW. The 

unit can be operated from an adjacent control building or the main plant control room. The 
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unit typically fires natural gas, but can fire F02 for limited durations from an adjacent tanks. 
LM6000 units require a higher inlet gas pressure due to the higher compression ratio of an 
aeroderivative unit (as compared to  the frame machines GT2 and GT3). A 2 x 100% 
capacity gas compression station ensures sufficient gas pressure to meet full load 
requirements. 

The unit is equipped with an SCR for NOx reduction. Tempering air fans are 
provided to control flue gas temperatures and prevent damage to the SCR catalyst. 
Ammonium hydroxide is supplied from an adjacent tank. 

A detailed assessment report was not available for review. However, no operating 
or maintenance issues were identified by AEPCO and the unit appeared to  be in good 
working condition. The unit is inspected annually. Overhaul frequency is determined by 
operating hours and the number of starts. The unit is currently contracted through 2035. 

Figure 5-3 GT4 

5.3 Conclusions and Recommendations 
A s  shown in Table 5-1, AEPCO expects to operate GT2 and GT3 a t  slightly higher 

capacity factors in the future. GT4 is expected to operate at  a significantly higher capacity 
factor. 

AEPCO’s proposed plan will require an increased number of starts and higher 
operating hours. Both events will reduce the calendar period between required overhauls 
and increase required capital and operating budgets over historical values. I t  should be 
noted that combustion turbine performance degrades over time between overhauls and 
with an increasing number of starts. The majority of this performance loss is typically 
recaptured during overhaul. 

5 Extended operation on F02 is not anticipated. F02 in tank also used to fill plant mobile equipment 
This is intended to help turn over inventory and minimize degradation from long term storage. 
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Unit 
GT2 
GT3 
GT4 

5.0 GT 2 - 4 Affirmation of Unit Life 

Projected Average 

2011 - EOC (end of 
Historical Average Capacity Factor 

2006 - 2010 contract) 
< 1% 2 Yo 

2% 5% 
10.5% 25% 

Capacity Factor 

1 Table 5-1 GT Historical and Projected Capacity Factor Comparison I 

Based on information obtained from the site visit, staff interviews, outage reports, 
and Black and Veatch’s experience with other unit of similar design and vintage it is 
anticipated the GT2 and GT3 can continue operation to 2020 and GT4 can continue to 
operate through 203 5 provided AEPCO continues to maintain good operations, 
maintenance and safety practices and expand the capital required for periodic 
replacement/refurbishment of the equipment. 

As a minimum, AEPCO should continue to: 
Complete the planned major overhaul of GT3 in 2012. 
Perform annual borescope inspections of the unit to monitor internal 

Perform other inspections and overhauls in accordance with OEM 

Continue routine preventive maintenance. 

conditions of the turbine. 

recommendations based on number of starts and operating hours. 
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6.0 Major Electrical Equipment 

6.1 Background and Description 
The evaluation of the electrical equipment was performed for each generating unit 

based on discussions with AEPCO staff, review of outage reports, and observations during 
site tours. The results and recommendations are presented generically since common 
maintenance procedures and practices are utilized. Where unit specific issues were 
observed, these are noted. 

6.1.1 Main Generators 

All of the generators on site are 2. pole, 3600 rpm, hydrogen cooled machines using 
static type excitation systems. These generators a t  the present time are operated well 
below nameplate ratings for both real (MW) and reactive (MVar) power output. 

6.1.1.2 ST2 & 3 The following practices, monitoring, and technical features were noted. 
b On-line IRIS partial discharge monitoring system installed to monitor 

degradation in stator insulation integrity. 

achieve more in-depth analysis (done during major outages). 
b Off-line IRIS partial discharge tested performed to verify on-line data and 

b Submitted test data showed no significant insulation degradation. 
Rigorous program to maintain hydrogen coolers so they perform a t  or above b 

design basis. 

inspections. 
b Good adherence to manufacturer recommended maintenance intervals and 

b No significant vibration problems have been noted. 
Known shorted turns in rotor windings; this not unusual in industry b 

standards, especially considering the age of these machines. Flux probes are 
installed which will allow monitoring of this condition. 

regular basis. 

is being performed. 

systems). 

b Testing of overspeed for the turbine generator system is performed on a 

b Generator shaft grounding brush and bearing pedestal insulation monitoring 

b No observed problems with seal oil leaks (dissolved hydrogen in seal oil 

Hydrogen coolers are being sent out for refurbishment as required. 
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6.1.1.2 STl 8; GTs. The following practices, monitoring, and technical features were 
noted. 

0 I t  is acknowledged that these generators are receiving a less comprehensive 

Historically, these units have received the required maintenance. 
Significant capital expense (i.e., stator re-wind) may not be economically 

maintenance program due to the limited number of operating hours. 

0 

feasible for these units due to their age and limited runtime hours. The 
exception to this would be GT4 which is significantly newer than the other 4 
generators. 

6.1.2 Large Oil Filled Transformers 

dissolved gas analysis and oil chemistry analysis. 

6.1.2.1 ST2 Step-up and Auxiliary Transformers. The following was noted. 

All transformers are receiving full oil analysis on a regular basis which included 

0 Replaced in last 5 years so that on-site spare would be available. 
0 Step-up transformer uses on-line Serveron dissolved gas monitor (in 

Recent loading indicates levels well below design limits for both top oil and 

Trend for combustible gasses show no significant levels. 
Moisture in oil and dielectric withstand are within acceptable limits. 
Furan analysis was last performed in 2007. 

addition to manual gas sample analysis). 

winding hot-spot temperatures. 
0 

0 

6.1.2.2 ST3 Step-up and Auxiliary Transformers. The following was noted. 
0 Step-up transformer uses on-line Severon dissolved gas monitor (in addition 

Recent loading indicates levels well below design limits for both top oil and 

Trend for combustible gasses shows increases in both methane and ethane. 

to manual gas sample analysis). 

winding hot-spot temperatures. 

Higher levels of these gasses indicate potential problems with high winding 
temperatures. The in-tank inspection performed for this transformer during 
the last outage indicated a cosmetic tear in the outer winding paper 
insulation. Continued monitoring of dissolved gasses is recommended since 
no on-site field repair was possible. 

would not be contributors to increase in combustible gas levels noted above. 

0 

0 

Moisture in oil and dielectric withstand are within acceptable limits (these 
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e Complete oil chemistry and dissolved gas analysis was performed during the 

A Doble Power Factor test was performed on both the transformer windings 
last outage. No significant findings were discovered. 

and transformer bushings. The H1 bushing had a higher power factor 
reading than the other bushings and should be monitored for possible 
increased leakage currents. 

e 

6.1.2.3 STl and GT1 Step-up and Auxiliary Transformers. The plant staff is taking 
manual oil samples on a regular basis. 

6.1.3 Medium Voltage Motors 

(i.e., BFP, ID Fan, FD Fan, CP, Circ. Water) as required. Activities and tasks noted as follows: 
Plant Maintenance personnel are performing required maintenance on large motors 

e Motors are sent out to local repair shops on a regular basis for cleaning and 
refurbishment during scheduled outages (i.e., Circulating Water Pump 
motors). 

Condensate Pumps at  85% maximum load); this will allow motors to be run 
well below their insulation thermal design point. 

0 Substantial margin had been accommodated for most of these motors (i.e. 

e Vibration detectors in use on large machines. 
Space heater operation verified during maintenance activities. 
Hi Potential tests performed on windings during outages. 
PDA test set analysis performed during outages (offline). 

e 

e 

0 

6.1.4 Plant Grounding System 

Appropriate connections to building steel and electrical equipment are in place. 
The above ground portions of the system appear to be in good condition. 

6.1.5 Medium Voltage Swiichgear 

age of equipment. 
Overall the medium voltage switchgear appears to be in good condition for given 

e Plant utilizes GE Magneblast vertical lift type breakers on ST2 and ST3 

Plant contracts maintenance and refurbishment to a local company as 

No other operational issues noted. 

lineups. 

required. 
e 

e 
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6.1.6 Medium Voltage Cables 
The Plant does not presently test medium voltage cable. 

6.2 Conclusions and Recommendations 

6.2.1 Main Generators 

equipment to planned end of life. 
The following recommendations are made to ensure continued operation of the 

e Continue with existing maintenance and inspection program. 
Monitor generator vibration levels with consideration that rotor shorted 
turns may exhibit increased levels, thereby requiring corrective action (re- 
wind of rotors). 

shorted on the rotor. This is not anticipated to be an issue a t  present due to  
the high operating power factors but may pose limitations should higher 
reactive power support be required by the grid operator. 

on the generator. 

lead assemblies during plant outages. 

removed to determine any significant degradation in interlaminar stator 
iron insulation. 

0 

Be aware that reactive capability will be reduced by the proportion of turns 

e Continue to perform both the online and offline partial discharge (PD) tests 

Perform visual inspection of generator end-winding assemblies and main 

Consider performing EL-CID core loss test during outages where rotors are 

e 

e 

6.2.2 Large Oil Filled Transformers 

equipment to planned end of life. 
The following recommendations are made to ensure continued operation of the 

e Continue oil sampling on all large oil-filled transformers. 
Include Doble Power Factor testing for windings and bushings (if not 
already being performed). 
Include logging of top oil temperature and winding temperature readings 
from local dials to allow early detection of adverse loading trends. 
Perform Furan analysis and associated calculation of degree of 
polymerization (in accordance with IEEE recommended guidelines) of 
transformer paper to determine remaining life of insulation system. 

e 

0 
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6.2.3 Medium Voltage Motors 
The Plant should continue current maintenance practices. 

6.2.4 Plant Grounding System 
The following testing is recommended. 

B&V recommends perform tests as outlined (see e-mail to Dave Landwerlen 

Verify connections to below grade grid for high structures (i.e., stack and 
dated 2/21/11). 

boiler building). 

6.2.5 Medium Voltage Switchgear 

The following testing is recommended. 
Use AC hipot in lieu of DC hipot; DC hipot stre 
series capacitor circuit and may cause failure. 

es we kest link in equivalent 

Use breaker timing device to check true “as found” condition when initially 
operating breaker after being in service prior to racking breaker out for 
testing; recommend Kelman test set (or similar). 

specification. 

equivalent). 

Verify ground shoe and bus stab finger cluster alignments are within 

Verify lubricating grease meets current standards (he., Mobil 28 or 

6.2.6 Medium Voltage Cable 
The plant is presently not doing any testing. The following testing is recommended. 

Perform VLF Tan Delta testing to determine global aging of underground 

Perform VLF Hipot testing to determine point defects (Le., splices and 
cables (refer to procedure in IEEE 400). 

terminations) for underground cables (refer to IEEE 400). 
0 
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7.0 Decommissioning Costs & Salvage 

7.1 Decommissioning & Salvage Assumptions 
A set of decommissioning assumptions was developed based on discussions with 

AEPCO corporate and plant staff. These discussions focused on safety and security 
requirements, known hazardous materials that would be encountered during demolition, 
and final site conditions. 

The total cost estimate is based on traditional, multiple contracting by AEPCO and 
includes the following units and facilities: 

b GT1 GE MS5001D gas fired combustion turbine, (ducted to STl), and ST1 
cooling tower. 

b 

e 

b 

GT2 GE Frame 5N gas fired simple cycle combustion turbine. 
GT3 Westinghouse 501B2 gas fired combustion turbine. 
GT4 GE LM6000 gas and oil fired combustion turbine. 
ST2 & 3 pulverized coal boilers, common stack and separate cooling towers. b 

b 

b 

Ash surface impoundments and coal pile. 
Common facilities and structures, and plant auxiliaries, excluding the 

Coal unloading facility, dumper car, conveyors, and approximately 5 miles of 
switchyard. 

rail loop. 
b 

A list of these general assumptions follows. 
e This is an order of magnitude cost estimate with an accuracy level of +/- 

35%. 
Potential decommissioning a t  the end of contract period as identified in 
Table 2-1. 
AEPCO will retain ownership of the site. AEPCO will be a good neighbor and 
eliminate any dangerous conditions (holes, etc.). 
A new security fence for the main plant and surface impoundment facility. 
The transmission system will remain intact including the switchyards. 
Combustion Waste Disposal facility impoundments will be capped. 
Estimate is based on a dismantling method using torches and shears other 
heavy equipment and not explosives. 
The non-hazardous domestic waste, such as architectural debris, will be 
disposed of at  a disposal site located a t  local or regional facilities located in 
Huachuca City, AZ or Phoenix, AZ areas, respectively. Thirty (30) cubic yard 
roll-off containers will be used to transport non hazardous materials. 
Tipping fees are included in the estimate disposal costs for bulk disposal. 

b 

b 

e 

6 

e 

May 2011 7-1 Black & Veatch 



Arizona Electric Power Cooperative 
Affirmation of Unit Life &Net Salvage Value Study 7.0 Decommissioning Costs &Salvage 

e 

e 

e 

e 

e 

e 

e 

The Plant has sufficient lay down areas for staging demolition equipment, 
contractors’ trailers, and temporary storage and breakdown of demolished 
materials. 
Estimate assumes demolition to be a t  grade and all below grade foundations 
below grade and underground utilities to be abandoned in place. 
Estimate assumes that all turbine pedestals and Combustion Turbine 
foundations will be abandoned in place. 
The estimate assumes that all concrete will be pulverized and recycled by 
the demolition contractor. 
When specific equipment/material items are assumed to be scrapped, no 
landfill disposal cost is included. 
The estimate assumes that backfill materials are available on the site for 
backfilling demolished foundations and utilities. 
The estimate assumes that all scrap metal, such as: structural steel, misc. 
steel, conduit, cable, piping, valves and equipment, will be cut to  size on site 
for transporting in roll-off containers and 40’ trailers to Tucson Iron & Metal 
near Tucson. Costs for transportation are included in the scrap unit pricing. 
Scrap prices as quoted by Tucson Iron and Metal are based on current day 
March, 2011 dollar and are subject to change based on market conditions. 
Owner‘s indirect costs are not included. 
Removal of Switchyard, substations, and associated towers, transmission 
lines, buildings and roadways are not included. 
Disposal of office furniture, office equipment, and spare parts inventory is 
not included. 
Estimate assumes that all plant operating fuels will be removed by the 
owner. 
Estimate assumes that all plant systems will be de-energized, drained and 
tagged-out of service by the owner. 
The salvaging, resale pricing, or  storage of balance of plant reusable 
equipment, such as pumps, is not included as the future market for these 
items are unknown. 
Construction power and water is assumed to be available a t  the site 
boundary. 

,Environmental and Hazardous Material ScoDe Assummiom 

e The asbestos removal and disposal will be minimal and comprise of some 
gaskets. Asbestos will be disposed on AEPCO’s onsite asbestos monofill. 
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This estimate assumes that asbestos materials are not present in the PC 
Units, Combustion Turbines, auxiliaries or other components. 
No  remediation or removal of contaminated spills, o r  associated plumes, is 
included. 
Additional environmental remediation (other than the removal of lead paint 
for demolition purposes and asbestos gaskets as noted) is not included in 
the estimate. 
Draining and disposal of transformer PCBs are not included. I t  is assumed 
that remediation/removal of PCBs is not required and that the 85 gallons of 
PCB contaminated oil currently located on site will be removed prior to site 
decommissioning. 
The estimate assumes that the Demolition Contractor will properly remove 
and dispose/recycle all structures and equipment containing lead paint. 
Batteries will be disposed of a t  the Clean Harbor disposal facility located in 
Phoenix, Arizona. 
Environmental testing, removal, and/or disposal of existing fuels are not 
included. 
The estimate assumes that all fuel oil tanks will be drained and swabbed for 
residual oil to permit shearing of steel during the demolition process. 
Estimate assumes that all surplus coal will be removed from the coal storage 
piles and bunkers prior to demolition activities. 
Base of coal pile will be excavated to a depth of approximately 3 feet and 
disposed off site and transported to the Butterfield hazardous waste land 
field near Tucson. The excavated 3 foot dept area will be backfilled /capped 
and graded with imported fill material. 
Ash surface impoundments and the Scrubber waste surface impoundment 
will be excavated to a depth of 3 feet and disposed off site and transported 
to the Butterfield hazardous waste land field near Phoenix, Arizona. The 
excavated 3 foot depth area will be backfilled /capped and graded with 
imported fill material6 
Existing monitoring wells are assumed to be sufficient and therefore 
additional monitoring wells or  equipment is not included in this estimate. 

6AEPCO's permit application for the new facility only indicates that AEPCO will propose specific 
closure activities at the time the plant is decommissioned. AEPCO indicated the scrubber surface 
impoundments most likely will be capped and that the ash surface impoundments and evaporation 
surface impoundments would be dewatered and capped. The AEPCO closure plan to the s-te would 
have to be approved for implementing. The Black & Veatch assumption is conservative. Excavation 
and backfill costs are called out separately in the detailed cost estimate included in Appendix A. 
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7.2 Decommissioning & Salvage Costs 
Economic assumptions are based on regional cost estimates and expressed in March 

2011 dollars and do not include escalation. Direct and indirect cost assumptions are shown 
below. 

Direct Cost AssumD tions: 

0 Wage rates are based on labor rates from Tucson, Arizona during the first 
quarter of 2011. 
Direct costs include the costs associated with equipment rental, demolition 
and all contractor services except as noted. 
Demolition costs for the estimate include all Contractor overhead, staff, 
indirect costs, and profit, 
Federal, State and local environmental permitting and licensing fees are not 
included. 
Contingency costs are included as an allowance for site unknowns. 

0 

0 

0 

0 

Indirect Cost assumDtions 

0 Electricity, water, temporary toilets, and fuels used during demolition are 
included in this cost estimate. Contractor’s General liability insurance is 
included. 

7.2.1 Decommissioning Cost 
The total estimated cost to decommission the Apache Station is approximately 61 

million dollars ($61) A detailed breakdown of estimated decommissioning costs are shown 
in spreadsheets included in Appendix A. Decommissioning assumptions was developed 
based on discussions with AEPCO corporate and plant staff. 

7.2.2 Salvage Value 
Scrap values used in this study are based on discussions with Tucson Iron & Metal 

Company and reflect March 2011 values. Prices include the cost of transportation from the 
demolition site to the recycling plant. 
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7.2.3 GTl 

GTl is currently contracted through 2020. Since GT1 is removed from ST1 and only 
connected by ductwork, this unit could be decommissioned and removed separately. If 
desired, the ductwork could be blanked off to allow continued operation of ST1. 

Due to the relatively small size and general location near the front of the site, it is 
anticipated that the unit would be dissembled using torches, sheer, and heavy equipment. 

7.2.4 GT2 

GT2 is currently contracted through 2020. GT2 stands independently and can be 
left in place or removed a t  AEPCO’s discretion a t  a later date. Due to the relatively small 
size and close proximity to ST2, i t  is anticipated that the unit would be dissembled manually 
and scrap removed by truck. 

7.2.5 GT3 

GT3 currently contracted through 2020. GT3 stands independently and can be left 
in place or removed a t  AEPCO’s discretion at  a later date. Due to the relatively small size 
and general location near the front of the site, it is anticipated that the unit would be 
dissembled manually and scrap removed by truck. 

7.2.6 GT4 
GT4 is currently contracted through 2035. GT4 stands independently and can be 

left in place or removed a t  AEPCO’s discretion a t  a later date. Due to the relatively small 
size, it is anticipated that the unit would be dissembled manually and scrap removed by 
truck. 

7.2.7 ST1 
ST1 is currently contracted through 2020. ST1 and its cooling tower can be left in 

place or removed a t  AEPCO’s discretion a t  a later date. Due its location it is anticipated that 
the unit will be disassembled manually and scrap removed by truck.. 

7.2.8 ST2 & ST3 
ST2 and ST3 are currently contracted through 2035. The units are expected to be 

removed simultaneously and in conjunction with the Combustion Waste Disposal Facility, 
coal yard, rail lines, and other miscellaneous structures. 

7.3 Decommissioning Cost Estimates 
The approximate decommissioning costs by unit are shown in Table 7-2. Costs 

assume March 2011 dollars. A more detailed breakdown of the decommissioning costs can 
be found in Appendix A. 
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Value 

7.4 Salvage Estimates 
The approximate salvage value of site equipment by material and by unit is shown 

in Tables 7-3 and 7-4, respectively. Costs assume March 2011 dollars. A more detailed 
breakdown of the salvage values can be found in Appendix A. 

Concrete& Rebar 
Architecture &Associated Metals 
Piping, Valves, Hangers & Supports 
Mechanical Equipment 
Electrical Equipment 
Total Estimated Salvage Value 

$633,600 
$1,217,100 
$505,300 
$4,3 00,400 
$7,415,600 
$14.382.200 

1 Rail I $310,200 I 

GT4 
Total Estimated Salvage Value 

$1,438,200 
$14,382,200 

Value 
$719,200 
$2,157,300 
$4,314,400 
$4,314,700 
$719,200 
$719,200 
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Appendix A Decommissioning & Salvage Details 

Detailed decommissioning and salvage assumptions are provided in the following 
spreadsheets. 
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Equipment Welghti (Ibr) 
Equlment I Structure Description 

5T2 ST3 ST1 GT1 G R  673 
TurMneIGenerator 681,000 681.000 334000 33WO 272000 528000 
EleCWCd 

Auxlllarks 

Downcornen 
watewalb 
Economher 
Pendana 
Reheater 
Boiler Super Heat sectlonsandasings 

Rebarandembeds 

b l k r  Drum 

Transformers (dry) maln and aux 

Copper and Ahmnum bus 
Misc. Electrical and Controls 
Electrkal Cabk copper 
Conduit & Tray 

Pulverizers 
Ball Mllls 
PA Fans 
FD Fans 
ID Fans 
GRFan 
CruSherlDwers 
Feeders 
CoalBunkerr 
cranes 
Boiler feed Pumps 
BFP Motor 
Condensate Pump 
Condensate motor 
Circ. Water Pumps 
CW Motors 
Condensers 
Centac Air Compressors 
Centac Motors 
Air Heaters 

Dudwork 
Babnce of DuctworklBreeching 
Scrubber towers 
AFTTank 
Fly Ash %stem 
Coal Handllng System 

Others 

StNCCUIBS 
columns 
Beams 
Boner columns 
Boiler Girders 
SDAS columns 
SDASgiders 

Mirc Steel. ladders, grating, handrails, dadring 

Preclpltators 

Tanks 
Rawwater 
Aca 
Fuel Oil 
FuelDll 
Condensate 

Stack Liner 

Piping andvalvar 

Railroad ~ Rails, assume code 150 ran -- 5 MIks 

Pre-engineered metal rldlng and mofs 
Pre-engineered Structural Steel 

311.W9 311,009 
282,744 282.744 
703,201 703,201 
204,375 204,375 
446,667 446,667 
483.333 483233 

1,732,000 1,732.000 

2,880,000 2,880,000 

370,000 370,000 
50.000 50,OOO 
30,000 30,000 

700,000 600,WO 
40o.w 400,000 
500,000 500,000 

unknown unknown 
800,000 800,wo 
19,500 19,- 

114,000 116,000 
190,200 190,200 
60,000 60.000 
19,800 19,800 
30,W 30,000 
88.063 88,063 

100,000 1oo.W 
54,000 54.m 

10,200 10,200 
5.800 5.800 

42,OM) 42,000 

78.000 78,000 
40,000 40,000 

32.200 32,200 
585,000 585.000 

22,800 22.800 
2,5w,000 2,500,000 

126.979 126,979 

211,076 211,076 
41,724 41,724 

2,000,000 2,000,wo 

NoCalr Notalc. 
651,480 
573,600 
268,800 
156,800 
98,750 
s6,sss 

i;lw,a~, 1,700m 

i.900,ooo a 9 w . o  

232.478 kd. 
18,653 ind. 

121,166 lncl. 
777,170 incl. 
44,899 incl. 

246,796 246.796 

2 3 ~ , o O o  2,000,000 

269,121 
0 

288,897 
796.492 
250,000 
114,167 
715000 

188000 

10,wo 

100,000 
50,W 

122000 
l O M 0  

33000 SOOW 139wo 

10.000 10,m 1 O . W  

100,wo 100,Wo 100,000 
5o.m 50,m 50,000 

NoCak. NoCak. NoCak. 
26,040 

258,240 
203,860 
250,200 

Total 26.U3.208 22,692,467 3,854,016 523,OW 492,000 959.500 

71 
2,826,000 1,413 

122,000 
10.500 

891,138 
565.488 

1,695.298 
1205.242 
1,143133 
1,080,833 
4,179.000 

5,760.000 

1,160,OOo 
100,000 
l00.000 

1300.000 
1,200,000 
1200.000 

S600.000 
39,000 
u8,m 

120,000 
39,600 
w.000 

200,ow 
108.W 
84.000 
20.400 
11,600 

156,000 
80.wo 

1,170,000 
€dpw 
45,600 

5.ooopoo 
0 

253,958 
4,000,000 

422,153 
83,449 
SWm 
700,000 

380,400 

176,126 

677,520 
831.840 
472.660 
407,000 

98.750 
86,945 

3,400,000 

3,800,000 

232,478 
18,653 

121,166 
777,170 
44,899 

493591 

4100,oW 

2,w0,000 

160,ow 
400.000 

61 
5 

446 
2a3 
848 
603 
572 
540 

ZWO 
0 

2,=0 
0 
0 
0 

580 
50 
5.0 

650 
600 
MM 

0 
0 

800 
20 

114 
190 
60 
20 
30 
88 

100 
54 
42 
10 
6 

78 
40 

585 
32 
23 

2,500 
0 

127 
2.000 

211 
42 

250 
350 

0 
0 
0 

339 
416 
236 
204 
49 
43 

1,700 
0 

1.900 
0 
0 

116 
9 

61 
389 
22 

247 
0 

2,150 

1120 

80 
200 

I 
59,044.191] 29,522 



Estimated Scrap Values 

The estimated scrap values are based on Tucson Iron & Metal, Tucson, Arizona present day March 201 1 values 
Prices include transportation of scrap from demo site to recycling plant. 

US. Average 
201 1 2004 

Steel-Structural $235.00 TN $45.00 TN 

Steel- Mixed $220.00 TN $45.00 TN 

Aluminum 0.8 LB $0.35 LB 

Copper $3.60 LB $0.50 LB 

Nickle 0 $0.60 LB 

Stainless Steel 0 $0.30 LB 





Exhibit PS-2 
Arizona Electric Power Cooperative, inc. 
Schedule of Production Plant Depreciation Rates and Net Decommissioning Amortization 
2012 Rate Case with Test Year 12 months ended 12/31/2011 

1. Depreciation Rates 

A. Rates for Production Units & Additions prior to 12/31/2013 (lj 

Unit STl 

Unit ST2 

Unit ST3 

Unit I C 1  

Unit IC2 

Unit IC3 
Unit GT4 

Proposed Rates 

2.0025% 
2.1298% 
2.3278% 
2.2385% 

2.0359% 
3.1979% 

-0.1037% 

Current Rates 

3.100% 
1.340% 
1.413% 
3.000% 
3.000% 
3.000% 
3.000% 

Note: These Proposed Depreciation Rates remain unchanged through the end life of the Production Units, 
as defined by the Black & Veatch study 

€3. Rates for Production Units & Additions after 12/31/2013 (11 

Production Unit Additions in-service after 12/31/2013 will be depreciated over the Remaining Life of the 
applicable Production Unit by vintage year, the Depreciation Rate formula will be calculated as follows: 

Step 1 - End Life Date of Production Unit minus Current Year = Remaining Life 
Step 2 - 100% divided by Remaining Life = Depreciation Rate for that specific vintage year 

(1) Subject to implementation date of new rates 

2. Net Decommissioningc Costs (as detailed in the Black & Veatch studv) 

Unit ST1 

Unit ST2 

Unit ST3 

Unit IC1  

Unit IC2 

Unit IC3 

Unit GT4 

Net Decommissioning 
40,100.00 

21,817,676.50 

21,819,576.50 

17,600.00 

(43,700.00) 

98,400.00 

(218,100.00) 

43,531,553.00 

Recoverv Period 

22 years 

22 years 

22 years 

22 years 

22 years 

22 years 

22 years 

Proposed 
Annual Amortization 

1,822.73 
991,712.57 
991,798.93 

800.00 
(1,986.36) 
4,472.73 

(9,913.641 

1,978,706.95 

Net Decommissioning Costs as detailed in the Black & Veatch study equals the following: 
a.) Decommissioning Costs ~ 61,027,200.00 
b). Salvuge Volue (14,382,200.00) 
c). Asset Retirement Obligation SFAS 143 

Previously recovered by AEPCO (3,113,447.00) 
43,531,553.00 
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Q. 

A. 

Q. 

A. 

Q- 

A. 

INTRODUCTION 

Please state your name and address for the record. 

My name is Richard (Dick) Kurtz. My business address is 1000 S .  Highway 80, Benson, 

Arizona 85602. 

By whom are you employed and in what capacity? 

I am employed by Sierra Southwest Cooperative Servlices, Inc. as its Vice President of 

Power Services and Planning. In that role, I am responsible for preparing, negotiating 

and managing power- and transmission-related wholesale contracts with the Class A 

Members and other utilities on behalf of the Arizona Electric Power Cooperative, Inc. 

(“AEPCO”) and the Southwest Transmission Cooperative, Inc. (“SWTC”). In my 

Planning Role, I am responsible for directing and administering the resource and 

transmission planning functions of AEPCO and SWTC. 

Pfease briefly summarize your educational background. 

I graduated in 1971 from the University of New Mexico (“UNM”) with a Bachelor of 

Science in Electrical Engineering. In 1971, I completed a course in Power Systems 

Analysis presented by Ohio State University; in 1972, I attended Westinghouse Relay 

School; and in 1975, I earned my Professional Engineering certificate in New Mexico. In 

1992, I completed a graduate-level program on accounting and finance aspects of 

business administration that was offered by my then current employer in conjunction with 

UNM’s Robert 0. Anderson School of Management. Over the c o m e  of my 

employment, I have attended and received training in a variety of aspects of power and 
1 
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Q. 

A. 

transmission system planning, project management, business administration and contract 

preparation and administration. 

Please briefly summarize your utilities-related professional experience. 

In 1971, I was hired by Cincinnati Gas & Electric Company as an electric system 

planning engineer. In early 1974, I began my employment with Public Service Company 

of New Mexico (“PNM’) as a senior transmission planning engineer. In 1981, I 

transitioned to the PNM Power Contracts area, where I was largely responsible for 

preparing and negotiating transmission participation and wheeling contracts with utilities 

interconnected with PNM and for preparing the associated filings with the Federal 

Energy Regulatory Commission. 

In early 1995, I began my employment with AEPCO in the position of Director of Power 

Services. I participated in the team that formed the wholesale power and transmission 

contracts between AEPCO and SWTC and among AEPCO, SWTC and the Class A 

Members, which resulted from AEPCO’s restructuring that became effective in 2001. In 

late 2005, I became AEPCO’s Vice President of Power Services. 

In early 2006, AEPCO joined with 38 other public power entities to form the Southwest 

Public Power Resources (“SPPR”) Group, an association for joint planning of hture 

resources. I act as administrator for the SPPR Group. 

$508936v3/1042 1-0067 2 
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Q. 

A. 

APACHE STATION - AEPCO’S IWBUTTAL POSITION 

What is the purpose of your rebuttal testimony? 

The purpose of my testimony is to respond to the “Final Report - Review of AEPCO - 

Engineering Analysis and Power Plant Operations” (“Final Report”). It is 

Exhibit RAM-2 to the direct testimony of Richard Mazzini of The Liberty Consulting 

Group. There are several Final Report observations and conclusions we agree with. For 

example, at page 1, Mr. Mazzini summarizes the following Liberty findings: (1) Apache 

Station’s technical performance, its people and its facilities are sound; (2) AEPCO’s 
i 

management team is knowledgeable, engaged, open and supportive of Liberty’s 

evaluation; (3) our organization has the expertise and the tools commensurate with the 

needs and challenges of the station; (4) Apache Station’s plant operations are appropriate; 

(5)  our maintenance practices and spending are efficient and consistent with good utility 

practices; and (6) Apache Station is well-maintained. 

However, AEPCO does disagree with portions of the Final Report. That is where the 

focus of my testimony lies. Specifically, I address Mr. MazZini’s remarks regarding 

(1) AEPCO’s October 2012 Report re the Future Role of Apache Station; (2) the need for 

AEPCO to conduct a further study of Units STI , ST2 and ST3; (3) his conclusion that 

ST1 is not used and useful and that a 2010 investment in ST1 was not economically 

justified; and (4) his characterization that AEPCO’s coal Units ST2 and ST3 are caught in 

a downward spiral which causes him to question their usefulness through 2035 - the 

current term of the AEPCO wholesale power contracts with its Class A Members. In 

connection with my discussion of the future life and use of Units ST2 and ST3, I will also 

3508936~3/10421-0067 3 
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Q. 

A. 

Q. 

A. 

address concerns raised by Mr. Mazzini, as well as other Liberty witnesses, regarding the 

EPA’s recent ruling on regional haze requirements for Apache Station. 

In what form is your testimony provided? 

My testimony is provided through the attached report entitled “AEPCO’s Response to the 

Final Report of Richard Mazzini.” That report is organized as follows: 

Section 1 : Introduction 

Section 2: Apache Station ST2 and ST3 Output - 2000 to Date and Its Future 

Section 3: Assessment of STI 2010 Repairs, Its Operational Usefulness and Life 

Section 4: Past and Ongoing Apache Station Strategic Planning 

Piease summarize the conclusions of your report with respect to Apache Station 

0 utp u t. 

Our knowledge of Apache Station’s history, coupled with our review of the data, does not 

support Mr. Mazzini’s conclusion that Apache Station - particularly its coal units ST2 

and ST3 - are caught in a downward spiral similar to challenges faced by coal units 

nationwide. The decline in output referenced by Mr. Mazzini (via a comparison of output 

in his seIected years of 2000,2009 and 2012) was not a constant “spiral” over the 12-year 

period. Instead, it was concentrated in two periods at the beginning arid the end of this 

2000-2012 timeframe, with steady output in-between. Further, those two periods of 

decline were produced by local and regional market forces, contract expirations and coal 

supply and rail transport conditions unique to AEPCO, as well as the circumstances of 

the specific years at issue. The decline in those two periods was not attributable to any 

3508936v3/10421-0067 4 
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Q. 

A. 

factors indigenous to the units, Apache Units ST2 and ST3 are now operating and are 

expected to continue to operate over the next several years, at levels exceeding those 

experienced in 2009 and at levels substantially greater than in 201 1 and 2012. 

Please summarize your report with respect to the ST1 2010 repairs and operational 

usefulness. 

I focus on two conclusions in Mr. Mazzini’s Final Report - the first chdlenging repairs to 

ST1 conducted in 2010 and his second stating that the unit is no longer used and useful. 

As to the 2010 investment, AEPCO took the appropriate action, both contractudy and 

practically, to repair STl (which is normally operated in combined cycle mode known as 

“CCl”). In fact, Liberty’s Public Report in AEPCO’s last rate case evaluated AEPCO’s 

ST1 repair decision and concluded that “Experience and recent management study 

confirm the continuing usefulness of CC1 and the gas turbine units.” polding in 

original.) A large part of AEPCO’s 2010 decision to conduct the repairs was based on 

STl ’s value as capacity. That value continues and supports the unit’s useful life through 

2020. Additionally, ST1 provides backup to coal unit operations and remains available 

as intermediate summer generation, if needed. For these reasons, AEPCO’s Unit STI is 

used and useful. Its current depreciation rates through 2020 are correct and should be 

approved. 

5 
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Q. 

A. 

Please summarize your report with respect to AEPCO’s past and ongoing strategic 

planning regarding Apache Station. 

This section of my report responds to Mr. Mazzini’s recommendation that AEPCO 

conduct a comprehensive study of Apache Station. As an initial matter, AEPCO believes 

that Mr. Mazzini’s recommendation is based on an incorrect assessment of Apache Units 

STI, ST2 and ST3 - specifically his belief that ST2 and ST3 are in a downward spiral 

and his conclusion that ST1 is no longer used and useful. As explained in other sections 

of my report and summarized above, the data does not support Mr. Mazzini’s concerns 

about these units. 

Further, to the extent that his fhther study recommendation is a reaction to the EPA’s 

2012 FIP regarding regional haze, my report explains that AEPCO has been analyzing 

related environmental regulations for the past six years and, thanks to that prior planning, 

we were able to promptly respond with an alternative proposal that is currently being 

reviewed by the EPA. AEPCO’s alternative, if approved, will secure the future of ST2 

and ST3 at substantially less cost than the requirements of the current FIP. The proposal 

consists of switching ST2 to natural gas and installing a SNCR retrofit of ST3. It will 

require only about $30 million in contrast to the estimated $200 million cost of the EPA’s 

original FIP. Also, in the course of analyzing the FIP, AEPCO assembled a Strategic 

Resource Planning Group, which participated in the development of our FIP proposal. 

The Group is using that experience to continue to evaluate how AEPCO can help Class A 

Members best address their future load growth. Based on these past and ongoing 
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Q. 

A. 

Q. 

A. 

strategic planning efforts, we do not believe it is necessary to prepare yet another formal 

study of Apache Station as Mr. Mazzini suggests. 

Does your report also address the useful lives of ST2 and ST3? 

Yes. As indicated above, AFiPCO is confident in the ability of ST2 and ST3 to continue 

to operate and meet our Members’ needs for power and energy in the future. In fact, 

AEPCO’s FIP proposal is designed to maintain the viability of these units well into the 

2030s, which is consistent with and supportive of the Black & Veatch conclusion that 

“ST2 and ST3 can continue operation to 2035.” Accordingly, the usel31 lives of these 

units to the. year 2035 - as required by the Company’s wholesale power contracts with its 

Class A Members - are adequately supported, as are their associated depreciation rates. 

AEPCO requests Commission approval of the Black & Veatch revised depreciation rates 

stated in Exhibit PS-2 to Mr. Scott’s direct testimony. 

Does this conclude your testimony? 

Yes, it does. 
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SECTION 1 

INTRODUCTION 

On May 1 , 2013, Richard Mazzini of The Liberty ConsuIting Group filed testimony on behalf of 

the Staff of the Utilities Division of the Arizona Corporation Commission in AEPCO’s rate case, 

Docket No. E-01773A-12-0305. Attached to his testimony as Exhibit RAM-2 was his report 

entitled the “Final Report - Review of AEPCO - Engineering Analysis and Power Plant 

Operations” (“Final Report”). The stated purpose of the Final Report was to present the results 

of Liberty’s evaluation of AEPCO’s Apache Station, inciuding station performance, operations, 

maintenance, and capital improvements. 

AEPCO has reviewed the Final Report. The purpose of my report is to provide AEPCO’s 

response to certain statements made and conclusions reached by Mr. Mazzini in the Final Report. 

To the extent that some of Mr. Mazzini’s remarks are discussed and incorporated into the direct 

testimonies of other Liberty witnesses, including those of Dennis Kalbarcyzk and John Antonuk, 

this report is intended to address those other witnesses’ statements and conclusions as well. 

My report is divided into four sections: 

Section 1 : Introduction 

Section 2: Apache Station ST2 and ST3 Output - 2000 to Date and its Future 

Section 3: Assessment of STl 201 0 Repairs, its Operational Usefilness and Life 

Section 4: Past and Ongoing Apache Station Strategic Planning 

Each of these sections addresses specific issues raised in the Final Report. Collectively, they 

support AEPCO’s response to Mr. Mazzini’s single recommendation at page 3 of the Final 

Report - that a comprehensive study of the future of Apache Station should be completed. 

AEPCO disagrees with this recommendation for a number of reasons. 

First, Mr. Mazzini’s recommendation appears to be based on his belief that ST2 and ST3 are in a 

downward spiral and STl is no longer used and useful. My report demonstrates the inaccuracy 

of those concerns. The recornmendation also appears to grow out of concerns regarding 

1 
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environmental regulations, specifically the EPA’s recent Federal Implementation Plan (“FP”). 
As I explain, the EPA very recently granted AEPCO’s Supplemental Petition for Administrative 

Reconsideration, which proposes an alternative to ensure the viability of Apache Station well 

into the future. 

Moreover, the substantive and procedural elements of the study recommended by Mr. Mazzini 

are already in place. For example, AEPCO’s Strategic Resource Planning Group and TechnicaI 

Team continue to evaluate Apache Station (including the useful lives of its units) based on 

comprehensive operating scenarios, economics, physical operating conditions and the future 

resource needs of our Members. Additionally, AEPCO and its Members continue to use the 

expertise of outside consultants such as C.H. Guernsey & Co., GDS Associates and Burns & 

McDonnell to ensure the reliability of our planning methods, assumptions and conclusions. 

Finally, consistent with AEPCO’s historic practice, we continue to include our Members in the 

ongoing analysis of Apache Station, including any impact on rates. 

In summary, AEPCO does not agree with the fundamental premises underlying the Final 

Report’s recommendation, namely that (1) the future of Apache Station is in question and 

(2) AEPCO has been less than diligent in its planning efforts. Because the units continue to be 

used and useful to our Members and we have demonstrated - with solid results - our continuing 

commitment to planning for Apache’s future, yet another planning requirement is unnecessary 

and duplicative of our ongoing efforts. 

SECTION 2 

APACHE STATION ST2 AND ST3 OUTPUT - 2000 TO DATE AND ITS FUTURE USES 

At page 4, Section C - the “Station Performance” section of the Final Report - Mr. Mazzini 

provides a table summarizing the output of Apache Station in years 2000, 2009 and 2012. The 

data aggregates output for Apache’s coai-fued Units ST2 and ST3 and the gas-fired units (Le., 

STl and GTs 1-4) to comprise Apache Total Station output. Using the comparative annual net 

GWh output values (the accuracy of which AEPCO does not dispute) for the three selected years 

of that 12-year period, Mr Mazzini points to a 39% decline in Total Station Net Output fiom a 

2 



year 2000 high of 3,459 GWh to 2,099 GWh in 2009 and a further decline through 2012 of 492 

GWh. Mr. Mazzini’s stated concern is that these output declines - particularly those of ST2 and 

ST3 - are the result of challenges faced generally by coal units “across North America,” are 

eroding the assets’ used and usefulness and are potentially affecting their useful lives. In his 

summary, Mr. Mazzini characterizes Apache Station as being in a downward spiral.’ 

In this Section, I address the reasons for (1) the decline in Apache Station output in the period 

from 2000 through 2009, which I show occurred in two separate and distinct drops, not a 

“spiral”; (2) the decline in the use of ST2 and ST3 after 2009, which occurred in 201 1 and 2012; 

and (3) the increases in STZ and ST3 production in 201 3 and as expected in future years. 

Section 4 of this report addresses several related topics: (1) Mr. Mazzini’s concerns about the 

fbture role of ST2 and ST3 given the EPA FIP; (2) AEPCO’s progress in reaching agreement 

with the EPA on a much less costly solution; and (3) our analysis of the units’ usefulness through 

2035. In Section 3, I address Mr. Mazzini’s comments concerning Unit STl. 

As explained in greater detail in this Section 2, AEPCO disagrees with - and the data and 

analysis do not support - Mr. Mazzini’s characterization that Apache Station, particularly its coal 

units ST2 and ST3, are caught in a downward spiral of usefulness similar to challenges generally 

facing coal units nationwide. Instead, over the period selected by Mr. Mazzini, at two points 

Apache output was affected by various local or regional market factors, contract expirations and 

coal supply and rail transport conditions unique to AEPCO. None of these factors support (and 

in fact they refute) conclusions of a downward spirat or “troubling forces at work”2 for Apache 

Station. 

’ Liberty Report, p. 2. 
Liberty Report, p. 4. 2 
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DECLINE IN OUTPUT OF APACHE STATION FROM 2000 THROUGH 2009 

The Final Report iinplies that from 2000 to 2009, Apache Station suffered from a long-term, 

erosive condition producing a continuous decline in output for nine straight years. Instead, my 

review and analysis confirm that the decline in Total Station output 2000-2009 was not a steady, 

gradual decline. The data instead shows that AEPCO experienced two widely separate periods 

of output reduction caused by distinct external events while output remained steady during the 

rest of the period. 

The first half of Apache’s usage d e c h e  occurred in 2002-2003. It was caused by the end of the 

California competitive market experience and the expiration of a 100 MW wholesale sales 

contract, both of which occurred in mid-2002, and which affected AEPCO’s production from 

both Apache gas-fired resources and its coal-fired units (“Stage 1”). The second half of the 

decline - which occurred six years later in 2009 - affected production primarily from ST2 and 

ST3. The 2009 drop (“Stage 2”) was caused by a wholly different combination of events than 

the Stage 1 decline: the economic downturn that started in 2008 coupled with increased 

delivered coal costs and declining market prices. Significantly - contrary to Mr. Mazzini’s 

implication of a steady nine-year spiral - Apache Station’s output between 2003 and 2008 

remained relatively constant. 

In Stage 1, by the end of 2002, total Apache Station output had declined by about 682 GWh 

compared to the year 2000 (see Exhibit RPK 2-1). The coal units’ share of that decline was 

about 420 GWh and the balance of the drop came from Apache Other Resources’ (Le., the gas 

units) reduced output. This initial drop in Apache Station total output is, in part, attributable to 

the end of the California market’s very high prices experienced in the year 2000 - the year 

Mr. Mazzini selected as the starting point for his decreased output analysis. AEPCO participated 

in that market with economy sales at levels never before or after experienced by the Cooperative. 

The other significant factor in the 2002-2003 Apache Station output compared to 2000 was the 

expiration of a 100 MW sales contract with Phelps Dodge (“PD) for its Morenci Mine in mid- 

2002 (potentially 876 GWh per year). The PD contract expiration primarily dropped production 

from AEPCO’s coal-fired ST2 and ST3, while the California market element principally affected 
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output from the Gas-Fired Other Resources - significantly GT2 and GT3. These gas-fired 

resources normally are the resources AEPCO dispatches due to their relatively high heat 

rates, But, they were unusually saleable in 2000 through the first half of 2002 because of very 

high California market prices. 

After Stage 1’s decline, Apache Station’s annual output remained fairly steady (see Exhibit 

RPK 2-1). In 2008, total station output was essentially the same as in 2003, at about 3,100 GWh. 

Stage 2 of the usage decline occurred in 2009 when AEPCO experienced a drop of 753 GWh in 

the output of coal-fired units ST2 and ST3 (see Exhibit RPK 2-1). A significant portion of this 

decline (433 GWh) was attributable directly to the reduced take of Salt River Project (;‘SRF”’) in 

2009 from AEPCO’s long term 100 MW power sale agreement with SRP. The balance of the 

drop (320 GWh) related to the reduced take by AEPCO and its Class A Members. 

The fact that both SRP and AEPCO’s Members reduced their take in 2009 points first to the 

economic downturn that started in 2008. At that time, several of our Class A Members, as well 

as SRP, were experiencing no load growth in light of the economic recession. 

However, another more significant factor in the reduction in take was attributable to increased 

energy costs, which in turn were caused by AEPCO’s high rail costs. As discussed in another 

Liberty report attached to the direct testimony of John Antonuk, higher Apache inventoried coal 

costs began in 2009 as the result of the new rail transportation rates imposed by the Union 

Pacific Railroad. Those high raiI rates made access by AEPCO and purchases from better 

priced, but more remote, coal mines non-competitive. Therefore, AEPCO was forced to contract 

with a nearer coal mine. The mine demanded a significant increase in coal prices because it 

knew it faced no other supply competition given the high rail rates. The impact of this coalhail 

cost tandem was dramatic. AEPCO’s inventoried cost of coal leapt by about 50% fi-om an 

average of $1.91 per MMBtu in 2008 to an average of $2.85 per MMBtu in 2009 (see Exhibit 

RPK 2-2). That corresponds to an increase in average AEPCO energy costs from roughly $21 

per MWh to $33 per MWh. 
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Compounding that coal/rail cost impact was the fact that, at the same time as this increase 

occurred in AEPCO’s energy costs, market power prices generally were decreasing. Exhibit 

RPK 2-3 shows historic Palo Verde (“PV”) “7 by 24” prices based on a blend of Peak and Off- 

peak prices for each of the years 2008 through 2012. In 2008, the PV price was over $89 per 

MWh at its summer high, while one year later the summer high price was only $32 per MWh. A 

similar disparity existed between the average PV prices of 2008 at $63 per MWh and those of 

2009 at only $30 per MWh. 

The drop in 2009 market prices compared to AEPCO’s increased coal costs incented SRP under 

its 100 MW sales contract to choose market power instead of energy from ST2 and ST3. 

AEPCO’s Members made the same market-based decision (see Exhibit RPK 2-4 (2009)). 

Notably, 2009 was the first year since the inception of the PRM option that the PRMs purchased 

energy to displace their interest in coal-fired energy to any significant degree. As discussed 

below, AEPCO’s high coal costs continued to impact ST2 and ST3 output until the Cooperative 

succeeded in challenging its rail rates before the Surface Transportation Board (“STB”) in late 

2011. 

The conclusion to be drawn from this 2000-2009 usage pattern is not Liberty’s “indications that 

more troubling forces [were3 at work.” Instead, approximately half of the usage drop occurred 

early in the period Mr. Mazzini selected, primarily as the result of the end of extraordinary 

California market prices coupled with the PD contract expiration. Meanwhile, the other half was 

attributable to a combination of AEPCO costs and economic factors in 2009, significantly the 

increase in the delivered cost of coal coupled with a paraliel decline in market prices. 

DECLIW IN OUTPUT OF ST2 AND ST3 FROM 2009 THROUGH 2012 

Mr. Mazzini’s chart on page 4 of the Final Report shows a decline of output from ST2 and ST3 

of more than 400 GWh between 2009 and 2012. However, when considered year-by-year, it is 

clear that the decline was not a trend but the result of several isolated factors that no longer exist. 
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As for 2010, the production fiom ST2 and ST3 actually increased from that of 2009 by some 146 

GWh. 68 GWh of that increase was due to SRP increasing its take under the 100 MW sale 

contract to 490 GWh (see Exhibit RPK 2-1), with the balance of the modest increase attributable 

to the Class A Members, even as their loads continued to decline (compare Exhibit l2PK 2-4 

(2009) with Exhibit RPK 2-4 (2010)). This slight production increase was likely caused by an 

increase in market prices (from an average of $30 M W  in 2009 to an average of $34 per MWh 
in 201 0) while AEPCO’s coal costs remained high, but relatively stable. 

Turning to 201 1, the SRP sales contract expired at the end of 2010. The 490 GWh loss in ST2 

and ST3 production caused by SRP’s contract expiration was offset by gains in Member use of 

the units such that the output decreased from 2010 to 2011 by only 208 GWh (see Exhibit 

. RPK 2-1). The increase in Member use from 2010 to 201 1 is attributable to the return of some 

90 GWh of Class A Member load as well as reduced market purchases (compare Exhibit 

RPK2-4 (2010) with Exhibit RPK 2-4 (2011)). The decrease in market purchases by the 

Members is likely the result of the January 1, 201 1 implementation of the new energy rates from 

AEPCO’s prior rate case, which provided separate Base and Other Resources energy prices so as 

to more clearly reflect costs of production. 

Production from ST2 and ST3 declined in 2012 by 387 GWh. In 2012, natural gas and market 

prices dropped fairly steeply fiom 201 1 levels to average less than $26 per MWh (see Exhibit 

RPK 2-3). This market price decrease caused both AEPCO and its Members to increase market 

purchases in lieu of taking energy from ST2 and ST3 (see Exhibit RPK 2-4 (2012), which costs 

showed only a modest decline (to less than $34 per MWh), reflecting just the beginning of 

AEPCO’s victory over the railroads before the STB in late 201 1 .  

In conclusion, the decline in ST2 and ST3 production from 2009 through 2012 also does not 

support Mr. Mazzini’s “troubling forces” assertion. Rather, the data shows that the decline was 

only a two-year event in 2011 and 2012 and was caused by isolated, non-recurring factors: 

(1) high coal prices (which have now been corrected by the STB ruling); (2) the scheduled end of 

SRP’s 100 MW, 20-year sales contract; and (3) a dramatic decrease in market prices in 2012. 
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USE OF ST2 AND ST3 FOR 2013 AND INTO THE FUTURE 

Perhaps the most compelling evidence disproving Mr. Mazzini’s downward spiral theory is the 

dramatic turnaround in 2013 of production from ST2 and ST3 combined with expectations 

concerning production from these units into the near future. 

As mentioned, AEPCO’s successful STB rail rate case decision in late 201 1 began to produce 

modestly lower inventoried coal costs in 2012 and positioned AEPCO for even lower coal costs 

in 2013 (averaging $31 per MWh to date). The cost decline is forecast to continue through the 

remainder of this year. Exhibit RPK 2-5 contains the results of AEPCO’s recent request to 

ACES to re-assess 2013 coal bum expectations based on current gas and market prices. Given 

that assessment, AEPCO now expects to burn more than 1.3 million tons of coal this year at an 

effective average cost of approximately $29 per MWh. That price is ( I )  substantially less than 

projected average market price of $344 per MWh for 2013 and (2) competitive with off-peak 

market prices through at least September. The result is an expected marked increase in coal 

generation output (compare Exhibit RPK2-5 (2013 coal tons) with Exhibit RPK2-2 (prior 

years’ actual coal tons)). In fact, AEPCO is now experiencing higher levels of coal-fired 

generation than it has seen for five years. 

Finally, we expect AEPCO’s declining inventoried coal costs coupled with increasing market 

prices as currently forecast (see Exhibit RPK 2-6) will enable the energy production from ST2 

and ST3 to remain steady or increase from the 201 3 experience over the next several years. 

SECTION 3 

ASSESSMENT OF ST1 2010 REPAIRS, ITS OPERATIONAL USEFULNESS AND LIFE 

At pages 7-8, Section C.2 of the Final Report, Mr. Mazzini discusses “Steam 1 and Gas 

Turbine 1 ,” which are also known as “CCI .” Mr. Mazzini provides a graph illustrating that the 

operation of these two units in combined cycle mode declined from 60 percent in 2000 to “mid- 

single digits” by 2004. Further, he notes that CCl has had “virtually no output’’ and “suddenly 

stop[ped] operating” since AEPCO invested in repairs to STI in 2010. Mr, Mazzini maintains 
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that these circumstances make it “difficult to justify the costs associated with this unit.” In 

response to AEPCO’s position that STI has real and tangible value as capacity, Mr. Mazzini 

concludes that the unit is no longer used and use l l  based on its lack of operation in 201 1 and 

2012. 

In this section, I discuss the practical and contractual justifications that AEPCO provided its 

Board of Directors and each Class A Member to explain the 2010 capital investment (which 

Liberty supported at the time). I also discuss the reasons that AEPCO did not operate STl in 

201 1 and 2012, which seems to be Mr. Mazzinj’s primary concern. As explained below, ST1 

continues to have value as capacity to AEPCO and its Class A Members. It will continue to 

operate primarily as capacity in support of cost efficient economy energy purchases. It also will 

continue its other important role as support for coal unit maintenance and longer term forced 

outages, as it did historically from 2004 through 2009. FinafIy, I address the potential costs of 

replacing CCl ’s capacity, which also supports its ongoing usefulness. 

ST1 is a 72 MW net gas-fired steam unit. It is normally operated in combined cycle mode with 

GTI (a 10 MW combustion turbine) as CCl (82 MW total). Except for CCI’s extensive use 

during the period of high California market prices in 2000-2002, as discussed in Section 2 of this 

report, AEPCO and its PRMs historically have used CCI as an intermediate resource. In winter, 

the off-peak season’s low market prices favor market purchases against CCl’s capacity. 

However, CCI ’s energy cost is normally most comparable to the market in summer peak times, 

when gas prices are lower and market prices higher. Thus, for many years CCl was operated in 

summer to cover peak load and as insurance against any summertime forced outages of the coal- 

fired units. To a more limited extent, historically CCl was also run during spring and fall coal 

maintenance outages. When run, its daily operation would typically follow load in the peak 

hours up to its 82 MW of capacity and at a minimum level overnight. Exhibit RPK 2-1 confirms 

this historical use in that it shows the combined annual output of STI and GT1 ranged from 

43 GWh at its low to almost 70 GWh at its high during the 2004-2009 period. 

Another important factor in STl ’s resource role is that the wholesale power contracts between 

AEPCO and each of its Class A Members require CCl be maintained as a viable resource 
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through 2020. The CCl capacity requirement is in Appendix B to Exhibit A-5 to both the PRM 

and ARM Rate Schedules A, which were approved by the Commission in AEPCO’s last rate 

case.3 In addition, Section 4.4 of Schedule B of the PRM contracts requires AEPCO to have 

CC1 available for production for the following purposes: 

“[AJvailable in the summer period (May through October) for daily operation 

around the clock as may be required to preserve load serving capability and 
backup to forced outage of coal-fired Existing Resources. Winter period use is 

permitted during coat maintenance outage periods and during winter peak months 

of December and January, but every effort should be made to utilize market 

purchases prior to committing the unit in winter months.” 

Given CC 1 ’s historical use together with these contractual obligations, AEPCO evaluated 

whether to undertake repairs to ST1 in the spring of 2010 after discovering abnormally high tube 

erosion issues in the unit in late 2009. AEPCO produced a formal report on the subject, which is 

attached as Exhibit RPK 3-1. Based on that report and AEPCO staffs recommendation, the 

Cooperative’s Board of Directors approved the repair for an estimated cost of $3.9 rn i l l i~n .~  

Attached as Exhibit RPK 3-2 are the April 2010 Staff Summary and Board Resolution. These 

materials were provided to Liberty in AEPCO’s last rate case, resulting in Liberty’s endorsement 

of AEPCO’s decision to repair STl . Relevant portions of Liberty’s July 30,201 0 Public Report 

are attached as Exhibit RFX 3-3 (see page 72, “Experience and recent management study 

confirm the continuing usefulness of CC1 and the gas turbine units” (bolding in original)). 

Mr. Mazzini is correct that “[qollowing the 2010 overhaul, [CCl] has had virtually no output.”’ 

But, the conclusion to be drawn from that isolated fact is not that STl has lost its usefulness. 

Because the repairs to STI were conducted in the summer of 2010, its next usual operation 

would not have occurred until the summer of 201 1. In 201 1, based on available market data, 

Decision No. 72055, Znd and 3d Ordering Paragraphs, pp. 16-17. 
The actual cost of the repair was approximately $500,000 under budget. ’ Liberty Report, p. 7. 
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AEPCO proposed to its Class A Members that the market be relied upon that summer because of 

the potential savings to be realized from market purchases compared to the higher costs of 

running CCl,  They agreed and approved the proposal. Since 201 1 ,  prior to each summer 

period, AEPCO has issued a similar communication to the Class A Member CEOs presenting a 

cost-benefit analysis of keeping STI off-line rather than running it and seeking their concurrence 

in the proposed approach. Each year, the Class A Member CEOs have agreed to that proposal. 

Exhibit RPK 3-4 is the 2013 correspondence to the CEOs in that regard with the summary of 

CC1 production costs versus the forward market purchase prices. 

Thus, even when not being “used,” CCl and the GTs of Apache Station serve an important and 

useful role as firm capacity against which the PRMs and AEPCO, on behalf of the ARMS, can 

purchase energy. Exhibit RPK 3-5 compares the monthly Allocated Capacity of the Class A 

Members in aggregate to the aggregated monthly peak demand of their total loads for the years 

201 1 and 2012 - the period following expiration of the SRP 100 MW sale contract (discussed in 

Section 2 of this report). This Exhibit demonstrates that the capacity of AEPCO Resources, 

including CC1, covered the capacity needs in aggregate of all the Class A Members except for 

less than 25 MW in June, July and August of 201 1 and 31 MW in August of 2012. During these 

years, AEPCO’s PRMs saved money by purchasing more economical market energy against 

their Apache Resource capacities. In the event their AEPCO Resource capacities were deficient, 

it is my understanding that the PRMs purchased monthly or weekly energy blocks during peak or 

super-peak hours. Between AEPCO {on behalf of its ARMS) and the PRMs, those purchases 

totaled 585 GWh in 201 1 and almost 946 GWh in 2012 (see Exhibit RPK 2-4 (201 1) and Exhibit 

WK2-4 (2012)). Further, when AEPCO or its PRMs purchase on the market against these 

Resources, those purchases do not guarantee load serving entities - like the Class A Members - 
that the energy may not be curtailed and need to be replaced. Thus, the capacity provided by 

CCl serves as resources that minimize these risks, which could otherwise require the Members 

to curtail load. 

In addition, under the wholesale power contracts, AEPCO must ensure from a planning and 

operations perspective that (1) the ARMS have capacity sufficient to meet their collective peak 

demand and (2) the PRMs can rely on their Allocated Capacities. Without CCl in AEPCO’s 
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resources, AEPCO would have to replace it with something else at least for the summer season. 

As a point of cost comparison, AEPCO currently has in place the Southpoint and Griffith 

Purchased Power Agreements (“PPAs”) - summer season PPAs that were entered into in 2004. 

These PPAs provide capacity that is able to be dispatched on a day-ahead basis, comparable to 

that of CCl . The monthly demand rate for the Grifith PPA (the lesser demand rate of the two) 

is $6.30 per kW-month, which for six months would be $37.80 per kW. In contrast, the monthly 

fixed cost of CCl is $2.36 per kW-month, for a much lower yearly capacity cost of $28.30 per 

kW. Thus, (1) CC1 has a clear capacity cost advantage over a summer season PPA and (2) CC1 

is available year round, which obviously hrther increases its value. 

Finally, CCl capacity represents an important hedge against a future time when the surplus 

capacity that has prevailed in the Arizona market for the past decade will become committed to 

serve third-party, not utility, loads. Recent sales suggest that this capacity shortfall may not be 

that far away (e.g., the sale of a Mesquite unit; past sales of two Gila River Generating Station 

units to a large investment firm; and the recent attempt by the same investment firm to purchase 

the Harquahala Generating Station). The resulting capacity shortage could well require a return 

to the operation of CCl and the peaking units more typical of their usage prior to 2004 (see 

Exhibit RPK 2-1). 

As a side note worth mentioning, one of the other reasons for the PRM practice of replacing CC 1 

energy with market energy has been a lack of transparency of AEPCO’s true dispatch costs. As 

referenced in Section 2 of this report as well as the rebuttal testimony of Gary Pierson (page 6) ,  
prior to the effective date of our tariffs approved in the last rate case, AEPCO’s energy rates 

were sending somewhat flawed price signals. We believe that the improved tariffs that went into 

effect in 201 1 combined with the revisions to the PPFAC proposed in our present rate case (and 

supported by Liberty) will fwrther aid in sending more accurate and timely purchase information 

to encourage a more substantive, cost-effective dispatch of CC 1. 

In conclusion, Mr. Mazzini is simply incorrect - CC 1 and AEPCO’s other gas-fired resources are 

and continue to be valuable, cost-effective, used and useful assets for the supply of electric 
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energy for our Class A Members and their member-customers. Their useful lives run through 

2020 and support the revised depreciation rates set forth in the Black & Veatch study. 

SECTION 4 

PAST AND ONGOING APACHE STATION STRATEGIC PLANNING 

At page 5 of his report, Mr. Mazzini notes the Commission in the 2010 rate case decision 

instructed AEPCO to “conduct a study of the future role of Apache and how that role relates to 

member needs for future power supply.” He acknowledges that AEPCO filed the study (the 

“Apache Study”) on October 22, 2012. However, Mr. Mazzini claims that the Apache Study - 

which consisted of a nine-page report with three appendices and an 1 8-page Exhibit A examining 

all EPA rulemakings which could impact the station - was deficient. First, he states that the 

Apache Study “failed to address key hdamenta l  questions.” Second, he states that on 

August 22,2012 AEPCO “submitted an Integrated Resource Plan that failed to acknowledge or 

even discuss the deteriorating role and questionable future of Apache.”6 Third, he finds fault 

with Black & Veatch’s “Affirmation of Unit Life & Net Salvage Value Study” that supports the 

usehl life of the Apache Station units through 2020 and 2035 because the study failed to 

“consider any economic factors that might shorten the life of the units.” Mr. Mazzini correctly 

notes that “[mlore recently the problem posed by the EPA have taken center stage” but 

mistakenly concludes that these “have served as [AEPCO’s] reason for avoiding the economics 

discussion.” Based on his belief that AEPCO has not conducted a sufficient analysis of Apache 

Station, Mr. Mazzini makes a single recommendation at page 3 of his report - that AEPCO 

conduct a comprehensive study of the future of Apache. 

AEPCO disagrees with h4r. Mazzini’s basic premise that Apache Station is in decline and may 

not be useful through 2035. Mr. Mazzini’s findings regarding the continued usefulness of Units 

ST1, ST2 and ST3 are addressed and refbted in Sections 2 and 3 of this report The Apache 

Study which we filed last year contained similar information supporting AEPCO’s view that the 

‘ AEPCO actually made its Integrated Resource Plan filing five months earlier, on March 30,2012, so I don’t know 
what filing is referenced here by Mr. Mazzini. 
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operations of ST2 and ST3 in 2009 were, in fact, anomalous and not a trend. As described in 

Section 2, the return to a more vigorous 2013 Apache output reinforces the accuracy of that 

conclusion. Further, and as I discussed in Section 3, the operation of ST1 in combined cycle 

mode clearly has a valuable fbture role for AEPCO and its Members as (1) capacity for market 

purchases, (2) backup to coal unit operations and (3) potentially as intermediate summer 

generation. Sections 2 and 3 support our Apache Study conclusions regarding the station’s 2009 

performance as well as its future role in meeting Member needs.’ 

The remaining issue appears to be whether Apache’s cod-fired units can withstand the potential 

costs that may be incurred to comply with future EPA regulations, particularly MATS (mercury 

and air toxics standards) as well as possible regulations regarding cod as a boiler fuel. While 

AEPCO could not predict precise future EPA, Congressional or State actions on those subjects in 

preparing its Apache Study, each of those and other environmental issues and their potential 

applicability with respect to Apache were discussed in the Apache Study’s 18-page Exhibit A. 

In this Section 4, I summarize AEPCO’s past, current and fbture investigation and actions 

addressing these environmental regulations and their potential impact on Apache Station. I 
present the merits of AEPCO’s regional haze plan and the reasons why Apache will continue as a 

viable operating generation station well into the 2030’s. Finally, I urge the Commission to find 

that our ongoing planning efforts are more than sufficient to address any concerns regarding 

Apache Station, such that yet another formal study would be duplicative and unnecessary. 

PAST EFFORTS 

AEPCO began preparing its Apache Station best achievable retrofit technology (“BART”) 
analysis six years ago in the spring of 2007. CH2M Hill was selected as our expert consultant in 

’ The Apache Study’s focus on 2009 station performance was triggered by Liberty’s July 2010 report, at page 71, 
where the consdtants stressed that the “key question is whether 2009 conditions are anomalous or a warning of 
deterioration.” In light of our confirmation that 2009 was an anomaly, the Apache Study also evaluated the future of 
ST2 and ST3 in light of known and anticipated economic factors and in comparison to other units around the 
country. AEPCO concluded (we believe correctly) that, while the units may operate at lower capacity levels than in 
some prior years, that mode of operation would not limit their future usefulness, 
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May of 2007. Its draft report was provided to AEPCO for review and comment in late 2007 and 

the final BART analysis was submitted to the Arizona Department of Environmental Quality 

(“ADEQ”) in February 2008, AEPCO’s BART analysis was adopted by the State of Arizona as 

part of its State Implementation Plan (“SIP”) and was submitted to the EPA in February 201 1. 

AEPCO’s BART analysis, as adopted by ADEQ, proposed low NOx bumers and overfixe air for 

the coal units, ST2 and ST3. For sulfur dioxide ((‘S”’’) and particulate matter (“PM’), the 

recommended technologies were upgrades to the existing scrubbers and hot-side electrostatic 

precipitators. The estimated cost, in 2007 dollars, for the proposed coal unit technologies was 

$4,760,000 per unit. For STl, the proposed NOx reduction technology was low NOx burners 

with flue gas recirculation. Mitigation technology for SO2 and PM was not required on ST1 due 

to the very low sulfur and particulate qualities of the option fuels, pipeline natural gas and low- 

sulfur No. 2 fuel oil. The total estimated cost for BART technology on ST1 was $2,100,000 

(2007 dollars). 

AEPCO became aware of the requirement for utility maximum achievable control technology 

(“UMACT”) for mercury and other hazardous air polIutants in late 201 I .  In January 2012, 

AEPCO assembled a task force to address UMACT. The task force determined a consultant was 

required to examine UMACT’s potential impact on Apache Station and a request-for-proposal 

was promptly issued on February 21,2012. It included a scope of work to evaluate UMACT as 

well as future potential environmental rules, such as coal combustion residuals. The study would 

review current technologies, make recommendations, provide capital cost estimates and 

speculate as to possible implementation schedules. Burns and McDonnell was awarded this 

assignment on March 27,2012. The draft of the study was delivered to AEPCO in July 2012. 

At that time (which is when we filed ow current rate case application), we were comfortable 

with our ability to meet the requirements of the Arizona SIP regional haze and MATS 

requirements because AEPCO’s BART, as incorporated into the SIP, was deemed effective 

under operation of federal law. However, the EPA’s July 2012 unexpected release of its FIP on 

Regional Haze surprised all utilities involved in the process. It rejected portions of ADEQ’s SIP, 

including AEPCO’s planned implementation. EPA’s Final Rule in December 201 2 would have 
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required AEPCO to install by the end of 201 7 selective catalytic reduction ((‘SCR‘’) equipment 

on both ST2 and ST3 at a capital cost estimated to be approximately $200,000,000. 

AEPCO realized it must act quickly in order to protect Apache Station’s fate under the FIP. 

Fortunately, our prior planning and analysis enabled AEPCO to react and develop a plan of 

action promptly. Internal environmental, engineering and planning personnel worked together to 

formulate key conceptual alternatives to the implementation of the EPA’s new FIP on ST2 and 

ST3 and to evaluate their costs and effectiveness. In addition, AEPCO hired a planning 

consultant to assist with developing order of magnitude costs to enable screening of FIP 

alternatives. AEPCO’s initial options included what is discussed below as the AEPCO BART 

alternative proposal. It consists of converting one coal unit to gas-fired operation and installing 

selective non-catalytic reduction (“SNCR”) technology on the other coal unit. Other evaluated 

alternatives ranged from potentially replacing both coal units with PPAs to replacing only one 

unit and converting the other to gas. The investigation also included the viability of sustaining 

both units on coal through 2035 with SCRs installed. 

AEPCO reported the results of this screening effort to its Members by providing status reports at 

its Board of Directors monthly meetings and written reports to its Members directly. In 

December of 2012, AEPCO formed a Strategic Resource Planning Group consisting of key 
AEPCO staff, Member CEOs and staff as well as consultants. The consultants engaged by the 

Members are C.H. Guernsey & Company and GDS Associates. 

Importantly - as it relates to Mr. Mazzini’s suggestion of a more comprehensive study - this 

Group has since expanded its initial focus on screening FIP alternatives into a full strategic 

resource pIanning effort that first looked to veri@ the cost effectiveness of the AEPCO BART 

alternative proposal compared to other FIP options. This initial study effort included review of 

net present value alternatives through 2035, the useful lives of all Apache Station units in light of 

individual and aggregate Member loads - including PRM loads above their current capacities in 

AEPCO Resources - and the financial implications of resource decisions and developments 

(including potential rate impacts). The results of these initial reviews supported AEPCO’s 

proposal. To finalize the investigations, the Strategic Resource Planning Group formed a 
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Technical Team of AEPCO and Member staff as well as their consultants to verify all the cost 

and modeling assumptions of the initial studies and to examine the sensitivity of the initial 

results to potential changes in future cost assumptions, such as the relationship between coal and 

gas costs and market prices.8 

Meanwhile, in formally responding to the EPA regarding the FIP, AEPCO took two legal steps 

in early February 2013: (1) we filed for judicial review in the Ninth Circuit Court of Appeals 

challenging the legal bases for EPA’s actions in respect to Apache Station and (2) we filed a 

Petition for Administrative Reconsideration with the EPA based on our BART alternative 

proposal. 

Because these ongoing planning efforts positioned us to be able to respond promptly and 

thoroughly to the FIP, on June 6,  2013, the EPA granted reconsideration of the FIP - only 

& after AEPCO had filed its Supplemental Petition for Administrative Reconsideration. A 

copy of the correspondence reflecting the EPA decision to reconsider is attached as  Exhibit 

RPK 4-2. The EPA’s willingness to reconsider is an indication that the agency is seriously 

evaluating the viability of AEPCO’s proposal. 

MERITS OF TEE BART ALTERNATWE PROPOSAL 

First and foremost, AEPCO’s BART alternative proposal represents a substantial capital cost 

savings over that of the FIP. The capital cost for the proposal is roughly $30 million+ compared 

to the $200 million cost of the unrevised FIP. AEPCO expects to experience some higher 

operating cost for both units, as the SNCR technology involves adding chemicals to the flue gas 

to reduce NOx emissions and, for the other unit, natural gas prices are likely to be higher than the 

cost of coal. The Technical Team of the Strategic Resource Planning Group continues to work 

on identifying potential consequential indirect costs associated with our BART alternative 

proposal. 

See Exhibit RPK 4-1, an exemplar Strategic Resource Technical Meeting Agenda. 
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Particularly responsive to Mr. Mazzini’s concerns about the future of Apache Station, the BART 

alternative proposal is designed to maintain the viability of Apache well into the 2030s. That is 

consistent with and supportive of the Black & Veatch conclusion that “ST2 and ST3 can 

continue operation to 2035.” First, by converting one unit to natural gas, AEPCO is able to 

realize substantial reductions in both SO2 and PM. These reductions better correspond with the 

Arizona “Uniform Rate of Progress” demonstration, reducing the likelihood that AEPCO will be 

required to obtain additional SO1 and PM reductions in the future. Second, by eliminating coal 

use in one unit, we ( I )  cut in half AEPCO’s exposure to whatever future regulations might 

impact coal burning while (2) also retaining the current natural gas capacity that the Members 

can depend on to backup market purchases. At the same time, by keeping one unit on coal, 

AEPCO continues to reap the benefits of our STB victory and reduced coal prices discussed in 

Section 2 of this report. 

Finally and importantly, the BART aItemative proposal establishes a starting point far the 

Strategic Resource Planning Group’s continuing analysis of how to work with our Class A 

Members to best to address their future load growth. 

In conclusion, AEPCO recognizes that the future of our coal-fired units is threatened by 

increasing environmental regulation and other actions. Our ongoing planning, efforts and 

success quite recently and over the past six years confirm that we are responsive to and pro- 

active on these issues. If approved, the BART alternative proposal - though not ending Apache 

Station’s dependence on coal - is a move that sustains ST2 and ST3’s useful lives - fbrther 

supporting the BIack & Veatch analysis presented in Mr, Scott’s direct testimony. 

Based on the foregoing, the Commission should conclude that AEPCO - through its continued 

planning and successful efforts with the EPA to date as well as through the ongoing efforts of the 

Strategic Resource Planning Group - has already met and is continuing to perform the Apache 

Station analysis and planning suggested by Mr. Mazzini at page 3 of his report. Therefore, yet 

another study effort is not needed. Further, we ask that #e Commission approve the revised 

depreciation rates stated in Exhibit PS-2 to Mr. Scott’s direct testimony. 
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To : Gary Grim, Chief Operating Officer 

From: 

Re: 

Date: 4/05/20 10 

Charles Walling, Mgr. of Generation Engineering 

Evaluation of Long Term Standby for Apache Station CCI 

AEPCO’s Apache Station Combined Cycle Unit # I  (CCI) experienced numerous boiler tube failures 
in the late summer and falJ of 2009. Subsequent investigation has revealed that approximately $4.OM 
in boiler tube replacement will be necessary to return CCI to reliable service. The high estimated 
cost of the necessary repairs, along with the current member contract expiration for CCI in the year 
2020 and the potential of a relatively low-cost source of replacement power beginning in the year 
201 5, have led AEPCO’s staff to evaluate the impact to the members of placing ST1 into “long-term 
standby” status and replacing the capacity of CCI with alternate resources. In this case, the long- 
term standby designation means that this unit would require more than 90 days to be brought on-line. 
For ease in reading of this report, the term “standby” has been used throughout to mean “long-term 
stand by”. 

CCI has a critical role in AEPCO’s generation system in that it provides backup during the summer 
peak season in the event of a sustained outage of one of the coal-fired units. Currently, if CCl is not 
available, members are at risk of involuntary toad curtailment if a coal unit is lost during peak 
periods, This is due both to the limited availability of replacement power on short notice as well as to 
the limited ability to import replacement power on the Southwest Transmission Cooperative, Inc. 
(SWTC) system. 

AIthough not a consideration for the purpose of this report, it is worth noting that decommissioning 
costs are on the horizon for CCI. Based on information provided by consultants, and costs 
experience by other utilities for similar units, we expect the cost of decommissioning CCI to be on 
the order of $5M to $8M. 

Executive Summary 

This report is intended to provide general guidance as to the strategic and economic value of the 
concept of placing CCI on standby. in addition to the net production cost, the cost and viability of 
transmission services to import the necessary capacity must be factored into the analysis. The cost of 
additional 75 MW of transmission capacity could be potentially be between $1M and $3M per year. 
This cost and availability are still unknown and have not been factored into this report, 

The Resource Planning Department has performed an analysis of two standby scenarios of CCI 
based on the potential O&M savings and replacement power costs. Current member contracts assunie 
that CCI does not provide energy beyond the year 2020. Resource Planning evaluated placing CCl 
on standby at the end of year 2014. From a broad range of peaking and intermediate load resource 
alternatives, a 75 MW intermediate load resource, such as might be obtained by additional 
participation with the Southwest Public Power Resource Group (SPPR), was selected by the 
Strategist model as the most economic alternative to replace CCl. Additionally, the placement of 
CCI on standby in 201 I was evaluated by assuming the purchase of a 75 MW “super peak” (8 hours 
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per day, 7 days per week) purchase power agreement (PPA) until 2015 when the new intermediate 
load resource would be available. 

Based on the adjusted cumulative net present value output (attached) of the PROMOD production 
cost model, placing CCI on standby in 2014 is estimated to cost the members an additional $43M in 
increased production costs over the study period. Placing CCl on standby in 201 1 is estimated to cost 
the members approximately the same amount ($43M) over the same study period. The additional cost 
of placing CCl on standby in the years 201 1 to 2014 reflects the lack of economic dispatch capability 
of the fixed super peak PPA as compared to CCI. In the years 2015 to 2020, AEPCO still has a 
seasonal peaking need which appears to be a good fit for CC1. In these years, PROMOD indicated a 
$1OM (8%) increase, beginning in 2015, to AEPCO’s total net annual production costs due to 
replacing CC1 by the 75 Mw intermediate load resource. The low fixed cost for CCl more than 
offsets the fuel savings of a more efficient newer unit when used for seasonal peaking purposes in 
this timeframe. 

Even assuming that power import capacity can be obtained, the results of this analysis indicate that a 
$4.OM investment in CCI boiler repair and the continued use of CC1 for reserve and seasonal 
peaking capacity will still be, by a substantial margin, the most economic alternative of those 
evaluated for the members. 

Background 

Combined Cycle Unit # 1 consists of a 10 MW GE Frame 5 gas turbine which exhausts into a B&W 
boiler for which the gas turbine exhaust provides a portion of combustion air and supplemental heat. 
The B&W boiler in turn drives a 75 MW steam turbine generator. This equipment was placed in 
service in the early 1960s to replace various diesel generators distributed throughout the AEPCO 
system. 

In recent years AEPCO has relied on CC1 to provide capacity and energy on a seasonal basis. No 
staff is dedicated to the operations and maintenance of CCl . Operations attendance and associated 
cost for this unit is minimal. A controls upgrade in 2002 allows CCl to be remotely operated from 
the SWST3 control room by the same operator that is running either ST2 or ST3. 

Until 2009, maintenance costs have been minimal on CC1 as well. In the late summer of 2009, 
continued failures on boiler water wall tubes prevented reIiable operation of the unit and resulted in 
considerable maintenance expense. Roughly $400k has been spent in capital and O&M expense in 
2009-201 0 to repair and investigate boiler tube failures. It has now been determined that wholesale 
replacement of major sections of the boiler, at an approximate cost of $4.OM will be required to 
return CCI to reliable service. 

Otherwise, CCl is in good condition. The steam turbine was overhauled in early 2009 and the gas 
turbine was overhauled in early 2010. Assuming that the boiler is repaired and returned to service, 
CCI is expected to operate on a seasonal basis for the remainder of this decade without further 
overhauls. The highest maintenance system for CCI is expected to be the cooling tower. This 
cooling tower was replaced in 1998. With continued inspection and repairs, the cooling tower should 
also provide reliable service through the end of the decade, 

Analytic Approach 
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A base case and two alternatives were considered for this analysis. All cases assumed that all- 
requirements members (ARM) and partial-requirements members (PRM) are at their allocated 
capacity. Additionally, all cases are based on the latest Board approved medium economic load 
forecast scenario. The load forecast takes into account an expected effect of renewable and energy 
efficiency requirements. All study and report costs are based on 201 0 dollars. 

Note that 75 MW purchases were selected to replace the 82MW net capacity of CCl . The model will 
take any additional energy needed from market purchases. 

I )  2020 - O~erational Assumptions (base case): 

a) Continued O&M cost for CCI through 2020 based on historical averages of $300k pet year 
with an additional $1 OOk allowance for unplanned expenses. An additional allowance was 
included of $250k total for capital jtems over the entire period. This maintenance estimate is 
a minimalistic approach based on the assumption, for the purpose of this study, that the unit 
would not be operated beyond 2020. 

b) No additional overhauls or associated costs are expected for CCl in this scenario. 

c) An additional capital cost of approximately $4.0M for boiler tube work in 201 0 was included 
for this case in order to achieve the level of reliability required. 

d) For solution to the load forecast, this case includes an additional 125 MW resource added in 
2015. 

2) 2014 - Standbv AssumDtions: 

a) 82 MW capacity from CCl becomes unavailable December 3 1,201 4. 

i) Annual O&M savings - approximately $904k per year. 

b) Additional 75 MW of long-term resource capacity is available in 2015 to replace CC1. 

i) Heat rate comparable to 500 MW 2x1 combined cycle. 

ii) Additional capacity and fixed O&M charge - approximately $7M per year. 

3) 201 I - Standbv Assumptions: 

a) Additional 75 MW of super-peak purchase capacity is available in 201 1. 

i) 8 hours X 7 days for the summer peak season. 

b) Additional 75 M W  of long-term resource capacity is used in 2015 to replace PPA. 

This analysis was performed using both the PROMOD production cost model and the Strategist 
optimal generation expansion model. These models are configured with AEPCO's existing resources 
as well as the latest approved member medium economic load forecast. PROMOD is a detailed 
model that is intended to simulate economic dispatch of units on an hourly basis and determine the 
resulting production cost. Strategist is a less detailed model that is typically used to evaluate future 
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resource options and select the best pJan of new resources that fit a given load forecast profile. 
Strategist inputs include the installed cost and performance figures of a variety of plant construction 
and PPA options. The model will then calculate the annual production cost for different combinations 
of resources and installed years and identify the lowest cost combinations. 

For the purpose of this analysis, the cost of a seasonal super peak PPA configured to replace the CCI 
capacity was added for the years 201 I to 2015. This PPA would provide 75 MW of capacity during 
the summer season, 8 hours a day, 7 days a week (84 GWh). The estimated cost for this short-term 
PPA was obtained by AEPCO’s Power Scheduling and Trading group and is based on a indicative 
pricing provided by Powerex. Based on the requirements, the total annual cost of this PPA would be 
about $81 per MWh in 201 1 or rougl~ly $6.8M per year. For years 2015 and after, Strategist was used 
to select the least cost alternative resource from a variety of peaking and intermediate load 
alternatives. Based on the Strategist results, the short-term PPA was replaced in 2015 by a year- 
round, long-term resource (an additional 75MW piece of larger SPPR resource) at a cost of roughly 
$7M per year plus fuel. 

The fixed costs of AEPCO’s existing units, such as depreciation, O&M, taxes, etc., are not normally 
included in the models since these are considered to be “sunk” costs to which the members are 
committed whether the units are operating or not. For the purpose of this analysis, the estimated fixed 
cost of CCl was added to each model output only for those years that the unit was not place into 
standby mode. This estimated fixed cost included $4.OM for additional boiler maintenance that is 
expected to be necessary in 2010 in order to have CC1 reliable for the 2010 peak season. This 
yielded a relative cost for each case that reflects the savings resuiting from placement into standby 
mode. 

The initial results of the Strategist model indicated that continued operation of CC1, even with 
additional major capital investment, would result in the lowest overall cost of production. Since 
Strategist does not perform detailed hourly dispatch modeling, the PROMOD model was used to 
further refine the relative cost difference between the three evaluated cases and to validate the initial 
results of Strategist. 

Analysis Results 

2020 - Operational (Base Case) 

The net present value cost over the 201 1 to 2020 study period for the base case scenario was $91 3M. 

201 1 - Standby 

This case resulted in a net present value cost ($956M) higher than that of the base case (($913) over 
the study period. During the 201 1 to 2014 years, the short term PPA results in energy that must be 
paid for whether it is needed or not. This results in occasions where the model will reduce load on the 
more economical coal-fired units in order to take power from the PPA. Additionally, while CCI has 
a high heat rate and a high cost per MWh, its overall annual cost is low simply because its fixed costs 
are low and it does not run very much. The super-peak PPA, on the other hand, has a slightly lower 
cost per MWh. However, since AEPCO must pay for the super peak PPA whether it is needed or not, 
the net result is a higher production cost in comparison to continued operation of CCI. 
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During the 2015 to 2020 years, this super peak PPA is assumed to be replaced by a 75 MW tolling 
agreement, which would provide year round capacity at a cost of roughly $7M per year plus fuel 
(fuel to be provided by AEPCO). This estimate is based on costs comparable to recent proposals 
received by the SPPR group and assumes that this is a 75 MW participation (above that in which 
AEPCO would otherwise participate) in a modem and efficient combined cycle unit. This unit’s 
much lower heat rate results in a lower cost for fuel over that of CC1. However, the unit is not 
dispatched enough for the fuel savings to offset the unit’s effective capacity charge of $6.9M per 
year. This effective capacity charge is the difference between the actual charge of $8M per year and 
the savings of roughly 0.9M per year resulting from placing CCI on standby. 

20 14 - Standby 

This case resulted in essentially the same net present value production cost ($965M) over the study 
period as the 201 1 case. The 2014 standby scenario was based on continued operation of CCl until 
the end of the year 2014 and then replacing it with the same 75 MW tolling agreement described 
under the 201 1 scenario. As in the 201 1 case, the unit is not dispatched enough for the fuel savings to 
offset the replacement unit’s effective capacity charge of $6.9M per year. 

Additional Factors 

Opportunity Purchases - The availability of capacity from CCl provides the ability for the power 
marketers to make opportunity purchases of low-cost non-firm power. If CC1 is on-line, the 
marketers are able to reduce load on CC1 when lower cost power is available, If the non-firm power 
is dropped, AEPCO can simply ramp CCl back to full load with no loss in reliability. This type of 
opportunity purchasing is reflected in the modei output. 

Transmission -No final determination has been made as to whether transmission capability exists to 
import power to cover the loss of a coal-fired unit in the summer season. Assuming that this 
capability can be created on short notice with contractual methods, the cost of firm import capacity 
could add between $1M and $3M to the cost of either a short-term PPA or to a long-term resource. 

Sumrnarv 

Based on the adjusted output of the PROMOD production cost model, the cumulative net present 
value of these three cases was estimated to be $913M, $956M, and $956M respectively. In other 
words, placing CC1 on standby at the end of year 2014 is estimated to cost the members an 
additional $43M over the study period, and pIacing CCI on standby in 201 1 is estimated to cost the 
members approximately the same amount. The $43M additional cost is a result of the economic 
dispatch capability of CC1 as compared to a fixed PPA, and also to the relatively low fixed costs of 
CCI as compared to a purchase of additional combined cycle capacity. This low fixed cost for CCl 
more than offsets the higher fuel efficiency of a newer unit for seasonal peaking purposes. 

The results of this analysis indicate that a WOM investment in CCI boiler repair and the continued 
use of CC1 (including normal O&M and capital expenses) for reserve and seasonal peaking capacity 
will be the most economic alternative, of those evaluated, for the members. 

V:\AEPCO\GENENGR\CC I Standbybtudy ReporLDocx 
5 

April 5.2010 



2 )  cci Depredation 228 228 228 228 228 128 228 228 228 228 
3) a i P m p w T a s r  80 80 80 80 Bo 80 80 80 80 80 
4) Mintsnance Expense 400 4DJ 400 4M 400 400 4133 400 200 m 

5) @6%) 466 466 466 466 4s 466 466 466 1M 
2C09MajorOveheul 13.5MIoss paid 

Majoredler bpair(SOMfesr paid 5?3 533 533 533 533 5 s  5% 533 533 222 
2009-2015CPpltal 250 

Entegn Property Taxer 
Entcgn Insurance 

383 366 3r19 333 319 295 
I42 146 150 155 1M 164 

Net PresentVdue of T ~ I A n n u e l  
83.934 S L W )  ExPt?nssr Isooo) 38135 99.m 95,574 94.524 95.195 90.025 e%%? 86,081 

Net Pnremvaluc201l-ZmD(SWO) 9iw72 

2) Ccl Depredation 570 570 5m 570 
3) CC1 PrwanyTaxes 80 en 80 80 
4) Maintenance Expense 4m 4M, 400 4133 

@6W 848 Me 848 848 

Major Boiler RepairlSOMlerr paid @ W e )  1.056 1.056 lS66 1,056 
2004.2015 Capital 250 

2009MajorOverhaul(3.5Mlasr paid 

Entegra PrPprtYTLXCS 
Entegn Insurance 

613 585 558 541 9.0 471 
227 234 241 248 255 263 

~~ . 
Total PmduNonCortr 103,151 1ll.220 113,518 118.935 W.346 137,520 340.641 145,910 152,278 W.833 

5ubTotal (Mml X(a.151 1lL23D U3.518 118.935 136.346 U7.520 1 W W l  145,910 152,278 w.893 

2)  CCI Depredation 2281 

6) Q610 3,109 
2ODI)Major Overhaul (3SM less paid 

Major Boiler Repair IS4M less pwd e%) 
2009-2015 capital 

Entepra Propny'hxer 
Entsgra lnfunnw 

6 U  ssg 558 9ll 510 471 
227 234 241 248 L55 263 

t s 7  Tom1 (so00 u8339 wp40 l46,Sw m,Cm3 151,627 

e x p ~ m r s  rsmo) lM.398 %995 95.312 94.m 1OZ514 97323 M,W 92,040 s0,sSs a.ola 
NetRrrcnaV.lue ofToW Annual 

N e t P r a r ~ n t W u 4 2 0 1 X - ~ 5 0 M )  955.660 

Notes: 
9 
2) CC1 Depndatlonismnsidendmmmon tc.allcarcr 
3) 
4) 
5) 
6) 
7) Updated NPVwlutc 2010~risperDCindeman.4~10 

treatest differential isinthe 2Ol55thru MZOUmeframtl 

CCl Propertyties are arrvmedtobe insignifinnt afterratinnunt 
Maincsnsm Experwr are b r e d  on SWyrplennedand SWYrunptanned maintenan- whichis mnslstent with historid costs 
202lknd2014rtandby-CapiYl endMajor Mintanance indudes pwoffof S3.SMZ0090verhaulcolu.rmllsJ YLOMboilertube repair 
2011 Standby-Capitaland Majormintenonce indudes Payoff of 53.5M2a)9Dwrhaulcostssinm S3.SMboilertuba npai rmst l  a n  avoided 

V\AEPCO\GENENGR\CC I SmndbyStudy Report.Docx 
6 

April5,2010 



EXHIBIT RPK3-2 



Submitted .By: B. Brown 
Reviewed By: S. Whitley 

ARIZONA ELECTRIC POWER COOPEWTNE, INC. 

EXECUTIVE/STAFF SUMMARY 
(Board Meeting olApn’ll4, 2OIOf 

TITLE OF ITEM: Approval of Capital Project 5-0 1 185, ST1 Furnace Tube Replacement. 

BOARD ACTION RECOME*1IENDED: Management recommends Board approval of this non- 
budgeted capital project to replace the additional and necessary ST1 furnace tubing at Apache 
Station in the amount of $3,9OO,Mx). 

BACKGROUND: This item has not previously been presented to the Board for formal 
actiodapproval. The subject of STI furnace tube failures has been discussed seveTal tima with the 
Board in recent months. Also, the Board approved a capital project to replam certain sections of the 
STI furnace tubing in September 2009 for the estimated cost of $425,000. Arizona Electric Power 
Cooperative, Inc. (AEPCO) bas spent a total of $338,428 of this budgeted amount and has dosed 
this project. 

During the summa of 2009, the ST1 Boiler experienced three consecutve water wall tube faifures. 
After the third failwe, AEPCO staff decided to perform a furnace water wall tube inspection. The 
inspection revealed many areas where high heat, internal deposits, and age c8uswJ pitting and 
thinning of fire-side tube waIl thickness. AEPCO r e p l a d  what it anticipated was the worst tubing 
as part of the September 2009 approved project. Subsequent unit start-up revealed that the famace 
tube thinning and cracking were moxe severe than previous testing indicated. One of these tubes 
failed on the cold side of the tube, blowing ouward fiom the boiler exterior. A steam leak such as 
this, to the outside of the boiler, is an immediate and potentially severe hazard to the safety of 
personnel who may be on walkways or platforms in the vichity of the leak. All previous failures 
blew ffom the fireside of the tubes toward the boiler interior. 

The single cold side tube failure caused AEPCO engineering to seek evaluation fiom the boiler 
original equipment manufacturer (OEM). This evaluation involved more sophisticated inspect;on 
techniques since penomel safety became the most pressing concexn As a result of finther analysis 
by the OEM, the OEM is recommending significant boiled tube replacement that is included in the 
scope of work of this project. The percentage of furnace tube replacement is AOW estimated at 85%. 

The STl Boiler was placed in Servjce in 1964. The unit has performed well over its 46-yem life that 
includes summer peaking and recent daily start-up operation. 

Proposals for the insfallation ofthe STI furnace tubes were requested fiom five bidders on M a c h  
12,2010 in accordance with Board Policy 7-10, Capital Project and Preliminurv Swev A ~ D r o v n ~  
and Pvocwement for CaDiral Projects and Preliminaw Suwevs, and 7 CFR 2726. Rural Utilities 
Service @US) Equipment Contract Form 200 was used to solicit bids. Ofthe five bids sought, two 
bids were received on April 1,201 0. 



The fid bid results are as follows: 

- Bidder Base Bid Evaluated Total 

Alstom Power, fnc. did not bid N/A 
Babcock & Wilcox did not bid NIA 
Epic West, Inc. $1,9SS, 124 $1,955,124 
Foster Wheeler Group did not bid NIA 
"E1 Construction Services, Inc. $1,504,790 $1,546,549 

Of the proposals received, only Epic West, Inc. (Epic) and El Construction Services, hc. ("El) 
provided bids responsive to the RUS tams and conditions. TEI was the low evaluated bidder and it 
is Management's recommendation that rhe ST1 Furnace Tube Replacement, Specification 5- 
01 185,SP-2, be awarded to TEI in the amount of $I ,546,549. 

]BUDGET AM) FINANCIAL CONSIDERATIONS: The need for this capital project WBS 

neither anticipated during the 2010 budget process nor included in the 2010 capital budget. The 
project cash flow has been reviewed with the Finance Deptment and is expected to be supported 
with general h d s  and included in the next construction work plan for possible reimbursement with 
Rural Utilities Service {RUS) loan hds. Due to the nature of the replacement, and the limited 
remaining life of this unit, this project may not be a candidate for RUS loan funds. 

The estimated project cost includes %1,391,000 for boiler tube material, $1,546,549 for demolition 
of existing tubing and instaltafion of new tubing, $250,U# for inspection and additional non- 
destructive testing, $2250,000 for new insulation and lagging, $371,000 for contingency (10%) and 
$91,451 for interest during construction and project management, The requested budget for thjs 
project is based on an estimated cost of $3,9OO,oOO. 

ALTERNATIVES CONSuDEREk ST1 will not be available as a reliab'ie/safe generation 
resource until this work is q l e t e d ,  The initial alternative considered was that of retiring both 
ST1 and GTI (together as combined cycleunit CC1) fiom service and replacing their capacity with 
purchase power agreements. CC1 typically provides only 1 2 %  of the energy from Apache Station. 
However, if CCI is unavailable, AEPCO would need to replace it immediately with a short term (5 
year) power purchase agreement (PPA) of 85 MW. The effect on AEPCO's overall production 
cost ofa replacement PPA wouid exceed the cost of the repais and continued operation to CCI. 
This alternative will be reviewed in greater detail in a separate report to be presented to the Board. 

The material to be used for tube replacement is standard for new boilers of tbis type. However, it is 
an upgrade from the original in both alioy and fabrication simply due to improvements in 
technology. 

Various alternates were c o n s i d d  in respect to the overall quantity of boiler area to be replaced. 
These were, approximateIy, 45%, 65%, and 85% of the total boiler area. As the value of STI lies in 
its continued availability, the altezPative to replace 85% of furnace tubing \vas selected as the most 

f jikely to provide the overall lowest production cost over the remining life of the unit  

CONCLUSION: It is the conclusion of Management tha4 approvd of this capital project will be 
in the best interest of Arizona Electric Power Cooperative, Inc. and its member-consumers. 
C%umUaand Satings\bwybvccal SeUhgs~Tcrnpomy b~latamt F i & ~ n t ~ O u t J w ~ 7 2 D U X W T l  F m T u b c  RcplMLOFLwi 
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ARIZONA ELECTRIC POWER COOPERATM, INC. 

h e  following resolution was adopted at a reguiar meeting of the Board of Directors of Arizon 

9ectric Power Cooperative, Inc. (AEPCO), held in Benson, Arizona on April 14,2010. 

R E S O L U T I O N  

MEREAS, Arizona Electric Power Cooperative, Inc. (A EPCO) generation unit 
STI has signijkanr water wall tube damage, because of age and otherfactvrs, to 
a large portion of the furnace; and 

WERE4S,  tube damage has le9 the unit highly prone lo rube failures that huve 
caused the suspension of STI  operution; and 

W E E A S ,  subsequent failures are a risk lo personnel sale@ because a recent 
tube rupture blew high pressure steam and debris into an operation and 
maintenance walkway andpia&ma; and 

W H E R W ,  the loss of a coal unir (222 or ST3) during rhe summer peak season 
could resldt in a member load curtailmen( due to the lack of transmission imporr 
capability rfST3 remains unavailable; and 

W I T E m ,  AEPCO stafhas determined that it is cost egective to restore STI 10 
sa@ and reliable operation, by replacing the damaged tubes, rather than enter 
into a purchase power contrucl to replnce /he capacity of STI; and 

FK%??R&S, AEPCO Management recommends capitalization of this work unil 
approval of Project 5-0118.5, S T I  Furnace Tube Replacemenl in the estimated 
total installed cost of $3,900,000; and 

M W , $ f i v e  bids were soliciled fur the installation of STI Furnace Tube 
Replacement (Specijication 5-01 I85.SP-2) in accordance with Rural Uiilities 
Service (RVS) requiremenrs and two bids were received; and 

WHEREAS, TEI Construction Services, Inc, (TEI) is ihe low evaluated bi&!er 
and Management recommends the award of a contract to TEI in the amount of 
$1,546,549 for the insiallation ofthe STl Furnuce Tube Replacement, Project 5- 
01 183; and 

WEREW, rhe Board of Directors has reviewed the recontmendation of 
MamgmeM and deems it to be in the best interest of AEPCO and its member- 
consumers to approve the contract $5'0. the imiallation of STI Furnace Tube 
Replacement (Specification 5-00998.N'-2) to TEI; 

NOW, THEREFORE, BE IT RESOLWD, that the Board of Directors of 
Arizona Electric Power Cooperative, ins hereby approves Project 5-01 f85. .VI 
Furnace Tube Replacement in the estimated amount of $3,900,000; and 

: ~ c s o V O l O \ S T I  F ~ T &  Rep1 0410.doc April 12,2010 



BE IT FURmER RESOLWD, chat a contract for the installation of STi 
Furnace Tube Repilacemem (Spec$cation 5-01 l8SsP-2) be mmrded to TEI 
Cons#mction Services, fnc. in the amounl of $1,546,549: and 

BE IT FURTHER RESOLlBD, ihat the Board of Direciom of AEPCO 
authorizes Management to undertake any additional actions QS may be necessary 
to e.ectuute the purpose and intent of this resolution. 

, Thomas N. Powers, do hereby certify that I am Secretary of AEPCO, and that the foregoing i 
i true and c m c t  copy of the Resolution adopted by the Board of Directors at a rcgular rneetin 

ield on April 14,2010. 
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Public Report AEPCO Fad, Purdmaed Power, 
Arizans Corporation Commlrrloa Engineering AaalysidPlmZ Operatioas Gemration, and FPPAC Review 

operated in a combined cycle mode. Their 
role has changed considerably in recent years. 
CC1 operated at a M) percent capacity factor 
in 2000, that rate &cM to the mid-singla 
digits by 2004, and has remained there slncc. 
On the surface, there arises areal q u d o n  as 
totbeviabilityofaaoldsteamunitIikeST1, 
particularly rtcognizing its substantial, 

The key obscrvatiaa hen: is that then are forces at work that are impairing Apache's flagship 
assets. Further, the inability to run the unirs at mu full Capacity may be having a higher cost than 
simply the lost revenue. Ifso, ulis suggests that management can @ad m m  f0rCtfb.l actions to 
increase output One option suggested by Liberty is to seek a shand savings arrangement with 
thc mines and railroad to lower the dispatch costs for wbal is now the.ibst gcnmtioa To &e 
extent that dispatch costs aro lowed, AEPCO will be able to purchase more coal to the b e f i t  
of its suppliers as weU. 

 loo*^ 

-. \ /--4 
E 

fZ 
2000 ton awa am# a004 ~ w 5  ZM 2007 zw)  ~ ( n  

*' . 1 . * . * ' . ' 
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Although it might be too soon to ten if 2009 was simply m unusual ycar for ST2 and 3, the early 
experience in 2010 my provide some indication. "he availability data is likely misleading, 
because tbe first five monfbs of the year include months favod fur planned outages. In fact, 
thm was only one f ~ ~ e d  outage in the period. Any conclusions dram h m  the availability data 

would support m improving trend. 

The Capacity factor piitwtion, or mora precisely 
the disprrtch h e ,  shows DO improvement in 
2010 and supports the notion tbat this is a long- 

m.Uii3- t m P b J = .  . , . _. C_,..._--...L-I-P-- 
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attributed tbis to s w d  fbctors:M 
v The PrimarJl w o n  given is the decline 

in capacity factor. 
0 A d r e a s o n i s t h e s h i A i n Z O M t o  

two-shift operation; le. ,  taking thc unit 
off b e  at night and starting up in the 
morning. 
A lesser and temparaiy reason is the 
protongcd loss of a feedwater heater. 
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The accompanring chart shows the decline ia capacity factox since 2000. The insert shows that 
heat rate has deteriorated considerably Since 2004, when the capacity hctor stabilized below 10 
percent. This ~ ~ g g e ~ t ~  &at the capacity factoz was not responsible for. all, or pabps any, ofthe 
loss of efficiency since 2004, which amounted to 17 percent. 

Factors such as these raise the graesdon of the appropriateness of con&ued opt ion  of and 
investment in CCI. Managemeat bas asked that question as well, & ' ~ ~  B study 
CompIeted ~ p d  5,2010:~ The study compared continued opemion through 2020 versus p t a c i  
the unit in "long term standby," "his latter option cv~dered two beginaing dates for standby: 
201 1 and 201 5 ,  Major conclusions reached by that study indude: 

"The continued use of CCI for reserve and seasonal peaking capacity will stilf be, by a 
substantial marein, the most ecmonlic dttrnative of those evaluated for the members.'? 

0 0 t h  than tbe serious boiler tubc lcak situation in 2009, "CCl is in good condition, The 
steam turbinc was o v h d e d  in 2009 and the gas t w b k  in w l y  201 0;' With ?he boiler 
repairs underway in 2010, "CC1 is expected to opcratc on a seasonal basis for tbe 
remainderofthis d d e  without furtheroverhauls." 

These three gas turbhcs hotion as 
peaking units. Availability of all of the 
units has gmerdfy been above 90 pmx* 
with an omsioaal year that Is much 
lower. Heat ratEs for all three Units have 
v&dwi&ly through the years. Given the 
limited role of the units as capacity 
resources olnd their infrequent operation, 
performance deviations obscrvd to date 
do not e6dence significant problems, nor 
raise concerns like tho* applicable to the 

&hex factors importat in evalurttiag the future role of CCl are the s t a t b ~ ' ~  unique role and the 
of the AEPCO system. AEPCO has indicated that "the limited abiliiy to import 

replacement power on the SWTC system" can lead to very high replacanent costs and 
involunttny wtabmb,  &odd CCl ar similar capability not remain available. This limitation 
raises tbe value of the Unit io  AEPCO, ahhough management did not explicitly address these 
facbrs in the study. 

c. @w Turbine82, 3, anti4 

Availabiliiof Gas Turbine Units 
LDpI 

~ 

m 
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_._ k ro)( w T 4  
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d -  
AEPCO's i n t a d  performance data indicates general duterimtion; however, comparing 
AESCO performance to industry data produces a different view. AEPCO units have generally 
performed well when compared witfi similar size and rypc units operated by others. This 
cornprison docs not negate the significanct of the questions dsed by AEPCO's pblems in the 
past year or bq they contiaUe to have d si@ficcrnce for the firture of the station. An industry 
comparison does, &owever, show that these wits have bee0 ~ ~ v e l y  good performers fw a 
faitly long historid paspectivc. 
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critical to define the station's fiatme mission as it will likely become increasingly difficult to 
judge the costeffectvcness of station improvements. 

a. +Recent Im~sment~ 
Libem rev ied  the mjor capital projccta 
(estimated at >$500,000 each) that were placed in 
scrvicC Since 2006. Tbis sample includes 18 projects 
with an eventual W e d  cost of $27,1 millio~. A 
review of the data pmvidcs some key insights: 

' Many of the projects involved eavirOnmental 

or modifications vr impmvcmcnts to 
polfution-relatcd qujpment. 
There were no qualifjmg prqjects associated 
with STl. The single large pmjoct involved 
&em turbine blade replacement in 2009, 
which amounted to $268,000, A large projwl 
is p l d  to mtube the ST1 boila in 2010, 

isues, In rtsponse to specific rtquirtments 

The I i i g  of projects is typical for coal-fired units of this age. Liberty reviewed the justiscation 
for eech of the fisted projects as documented on tbe "Capitd Project Analysis" sheets, and found 
a l l  to be rcasonabk. 

The content of tbe justifications is minimal w m p d  to othehs Liberty bas seen, including those 
prepartd by SWTC fot trawnwm 'on projects. Some practices that might be questioned include 
limited presentation of rewmable options and the use of seemingly high nplwcement cost 
differentids in payback andy~es.~~ On the positive side, the analyses ~n presented wdl, with all 
rdwaat infomation contained a! a reasoqaMe summary level and m an easy-twnderstaad 
construction. lLibtrry found that tb analysis sbcats provide ample information for the initial 
coosideration of management and the board. Fwtbcr, Liberty has no basis to question thc 
diligence exercised by ma~aganent or thc board in questioning and testing tbe projects and their 
justifications. 

In summary, Liberty finds that the mjor additions to nbe base appear to be appropriate and 
justified on operational, economic, envkonmentd and safety grounds. 

b. Future Invemtentx 
Libuty has cautioned that the cballcnge sssociated with large investnrcnts in the A3turc wiIl be 
much grcater as thc role of the station changes, and AEPCO is likely to find justifications for 
major investrneats incrrasingly diilidt. This isme is likely to surface sooner, mtim than later, 
as suggested by thc capital investment foncast for the next s w d  years. 
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3. Experience md recent maaagemerrt study confirm the continning usefulnws of CCl 
and the gas ttlrbme u n k  

Steam m't 1, a gas-fired boiler that operates in combined cycle with gas turbine I,  is a capacity 
fesouloe, Its pexfoimance was also poor in 2009 and it bas bctn out of serviix fwtht firs part of 
2010 for =tubing of the boiler. AEPCO m t l y  completed an analysis tint justified firth= 
invwtment in STI (the boiler re-tube). This ssmd that the recent improyements of the unit, 
including overhaul of both the steam and gas turbines, will iikely assrrre reliable opetation for at 
lcast the rest of the decade. Liberty does not have any reason to challenge this conclusion; 
however, it should be clear that this old unit brings risk with it  Prolonged outages, rmch as thm 
wrperienW in 2009, wdd have a serious hpct in the iktw. Nota: tbat AEPCO warns of 
potential involuntary ClMBilmentS in years ahead due to Lirnited import capability if this 
capacity is unavailable, 

Management's April 5,2010 study examhed future optionS, concluding that continued use of 
CCI for reserve and seasonal peakiag capwily remained AEpCO's mast economic alternative. 
The study's wnclusi0ns may socm supishg bascd onrecent unit perfonnaace, but appear more 
credible fiom B longer-term penpcctive. Availability has been reasonable (althovgb not up to 
average indushry pctformance) for such &. If MPCO can succeed in: (a) stabilizing 
availability at high levels ping forward, and (b) holding mai~tenance costs at reasonable levels, 

Tbe three gas tuFbines have had good availabidity over time. AEPCO uscs them as pealcing units; 
any actual resulting deviations in performauw give no mason to conclude that operatiog 
problem have arisen or that they will remain useful to D C O ,  

it would tppeartbat coatinued operation oftbe wnitmafcesS8nse. 

4. Apache bas not 8uffered a@if!d 10SSW Of gleDCrPtbl h e  to dexating. 
Despite M y  fresuent events that muse deratings, Apache bas had only small levels of lost 
genemi04 both in absolute terms d by ComparisQn with industry experience. 

5. Maiatenance haa generally been effective, but a Lack of LrmaIity urd structure exists. 

Liberty's rcviw of maintenance policies and practices found no reason to believe these activities 
are lacking. AEPCO employs good practices in preparing for and managing oUtage8. Tbe 
detailed systems used to plan, monitor, d execute work orders Seem to be effective* On the 
other hand, summary level inf'.ormation, m might be expected for management to pmvide 
program oversight, does mt appear to pmvidc the pcrspectrvcs Waanagerswodddlly 
require. 

@scommendacion #2) 

Consistent o~enlv19 in outage duratioDs that AEPCO has eKpaienced are not typical. AEpcO 
does not apply SignifiCaDt levels of fond d slmchmd outage plannin& nor does it need to, 
given the size of its fleet. However, resuhs iadir;ate a need fbr examining the d o n  of a 
somewhat mort formal and stmchmd appmch. 

Spending on maintenance has gwriilly been oomistmt for many years, with oocasional: spikes 
as might be expected. The only suggestion of potential Uader-spending might b e  been in tbe 
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From: Patrick Ledger cpledger@aepco.coop> 
Sent: Thursday, May 16,2013 11:35 AM 
To: 'mikepearce@dvec.org'; 'Tyler Carlson'; 'Creden W. Huber'; 'Kevin Short'; Yin Nitio'; 'Steve 

Lines (slines@gce.coop)' 
cc: Division Manager Group 
Subject: Summer 2013 I CC1 Operation Proposal 
Attachments: CC1 Cost AnaJyskpdf 

Importance: High 

All: 

At the Arizona Electric Power Cooperative, Inc. (AEPCO) Board meeting on March 13, AEPCO Staff proposed to 
restrict operations of Apache Station's gas-fired Combined Cycle Unit (CC Unit) (82 MW total capacity, with 10 
IvlW of GT I and 72 MW of ST 1) for the upcoming summer to about one week of testing in late June. The 
testing is being done to ensure the CC Unit is in good working order. Otherwise, the approach is the same as 
was implemented with Member approval in the last two years. Specifically, AEPCO would otberwise keep the 
CC Unit off-line until or unless market or other Apache unit operating situations dictate its operations, at the 
discretion of the Director of Energy Services, Mr. Walter Bray. 

The proposed approach recognizes and would take advantage of the anticipated depressed summer power 
market prices, allowing savings in your future Purchased Power and Fuel Adjustment Clause (PPFAC). An 
estimate of the hourly, daily, monthly and seasonal savings that might be achieved under this proposal is 
shown in the attached spreadsheet. 

However, the proposed approach also entails some potential risks from a reliability perspective which, if 
uhanticipated higher market prices or curtailed coal-fired operating conditions occur. Such conditions could 
actually result in higher energy costs for some short periods of time, primarily because it could take some 
about 24 hours to get the CC Unit fully operational. The purpose of this e-rnail is to advise you of this risk, and 
to seek your approval of the proposed concept notwithstanding the risk. 

In addition, AEPCO's ability to operate CC Unit this summer is affected by a temporary emissions mandate 
effective through next year. The mandate restricts CC Unit to less than two months a t  full daytime load. if we 
avoid CC Unit operations this summer, we expect to have the full summer period available for CC Unit 
operations next year. 

AEPCO Staff believes that the current summer power prices present an opportunity to  reduce your PPFAC 
costs resulting from operations this summer (which would primarily show up in the PPFAC beginning October 
2013), and believes that the proposed procedure involving the CC Unit is a reasonable approach. In order to  
implement that procedure, however, AEPCO believes it needs the unanimous approval of i ts Crass A Members 
of this proposal, and acceptance of the potential risks. 

If AEPCO is to implement this procedure in July and August, it will need the acceptance of all Class A members 
prior to that time, otherwise AEPCO under the wholesale power contract would be required to operate the CC 
Unit starting shortly before or shortly after July 4 and continue operating the CC Unit through the end of 
August. 

I 

~ 

1 



If you concur in AEPCO's proposal regarding the CC Unit as outlined above, and your cooperative is willing to 
take the associated risks, please so indicate by "reply to alJ" to this e-mail once you have your needed 
a p prova Is. 

if you have any questions or concerns, please call me at your earliest convenience. 

Thank you, 

Patrick 

Patrick F. Ledger 
CEO 
A rizonu Generation and Transmission CoopemtiveS 
P.O. 8 0 ~  2165 
Benson, Arizona 85602 
Phone: (520) 586-5110 
Cell: (520) 559-4449 
&&gr bssw .WD 

Notice: This message and any attachments are for the sole and confidential use of the intended recipients and may contain proprietary and/or 
confidential information which may be privileged OT otherwise protected from disclosure. 
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EXHIBIT RPK 4-1 



Strategic Resource Technical Meeting Agenda 
Tuesday, May 21,2013,9:00 a.m. 

Grand Canyon State Electric Cooperative 
2210 South Priest Drive 

Tempe, A 2  85282 

AEPCO Member Update Meeting 

1. Review Action Items from April 24 meeting 

2. Environmental Protection Agency (EPA) Update 

3. Role and composition of the technical group 

4. Discuss the ACES’ gas vs coal vs market price forecasts 

5 .  Review the individual PRM and C A M  loads vs resources shortfall forecasts 

6.  Review effect of delaying contract end dates of CCI, GT2 and GT3 on individual 
member’s L&R analysis of extension of such dates through 2035 

7. Discuss Strategist modeling application to individual membet’s L&R vs aggregate 
members’ L&R and usefulness of such analyses 

8. Discuss P R M  questions regarding cost assumptions used by AEPCO in its Strategist 
model, financial model and spreadsheets (to get consensus for future modeling purposes) 

9. Next Meeting’s Deliverables 

10. Other 

C:\UsersUacranston\Appdan~liMicrmft\Window\Tempraty lntemet Files\Conteot.Outlook\ZTOH28AT\5-2 1 Technical Meeting 
Agenda. Docx June 12.2013 
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UNITED STATES ENVIRONMENTAL PROTECTION AGENCY 
REGION IX 

75 Hawthorn6 Street 
San Francisco, CA 94105.3901 

OFFICE OF THE 
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BEFORE THE ARIZONA CORPORATION COMMISSION 

COMMISSIONERS 

BOB STUMP, Chairman 
GARY PIERCE 
BRENDA BURNS 
BOB BURNS 
SUSAN BITTER SMITH 

IN THE MATTE 
ARIZONA ELECTRIC POWER COOPERATIVE, 
INC. FOR A HEARING TO DETERMINE THE 
FAIR VALUE OF ITS PROPERTY FOR 
RATEMAKING PURPOSES, TO FIX A JUST AND 
REASONABLE RETURN THEREON AND TO 
APPROVE RATES DESIGNED TO DEVELOP 
SUCH RETURN 

Docket No. E-01773A-12-0305 

361 8494~4/1O421-0067 

Rejoinder Testimony of Richard P. Kurtz 

on Behalf of 

Arizona Electric Power Cooperative, Inc. 

General Rates Application 

July 17,2013 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Mr. Kurtz, are you tbe same Richard Kurtz who sponsored rebuftal testimony for 

Arizona Electric Power Cooperative, Inc. (“AEPCO”) in this matter? 

Yes, I am. 

Have you reviewed the surrebuttal testimony of Staff witness Richard Mazzini filed 

in this matter on July 3,2012? 

Yes, I have. My rejoinder testimony provides AEPCO’s response to certain issues raised 

in Mr. Mazzini’s surrebuttal testimony. 

APACHE STATION - AEPCO REJOINDER POSITION 

At pages 1-2 of his surrebuttal testimony, Mr. Mazzini reiterates his conclusion that 

Apache Station Units ST2 and ST3 have been in decline for a number of years and 

that there is no reasonable basis to believe that the decline has ended. Please 

provide the Cooperative’s response. 

AEPCO continues to disagree with Mr. Mazzini’s assessment of -4pache Station‘and, 

specifically, his claims regarding the reasons for the decline in ST2 and ST3 usage. As 

detailed and documented in my rebuttal testimony and report, the output concerns raised 

by Mr. Mazzini are linked to specific, external and non-reoccurring causes, the most 

significant of which were the expiration of the Slip contract at the end of 20 10 and high 

coal costs relative to market energy prices. 

AEPCO also disagrees with Mr. Mazzini’s dismissal of the significant increase in station 

output which we have experienced in 2013. The coal burn statistics provided in my 
1 
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Q- 

A. 

rebuttal show that the combined output from ST2 and ST3 in the first four months of 

201 3 is at a five-year high; i. e, , it exceeds the January through April coal burn for these 

units from each of the prior four years. This evidence o f  the continued viability of the 

coal units is hrther supported by the market forecasts we have received from our expert 

consultants. These ,analyses indicate that our coal-fired units will remain competitive to 

the market for at least the next several years. 

What is the Cooperative’s response to Mr. Mazzini’s testimony at page 3 regarding 

the capacity value of Apache Unit ST1 (CCl)? 

Mr. Mazzini claims that AEPCO has failed to provide a definitive and quantitative 

explanation of how CC 1 has value as capacity. Among other things, this aigument 

ignores AEPCO’s 20 10 economic analysis of CC 1 , which was endorsed by Liberty in 

AEPCO’s last rate case: 

Experience and recent management study confirm the continuing 
usefulness of CC1 and the gas turbine units. 

. . .  

Management’s April 5,2010 study examined future options, concluding 
that continued use of CC 1 for reserve and seasonal peaking capacity 
remained AEPCO’s most economic alternative. The study’s conclusions 
may seem sumrising based on recent unit performance. but appear mor5 
credible from a longer-term perspective. 

Exhibit RPK 3-3 (Liberty Public Report, July 30,2010, page 72) (bolding in original) 

(underline added). 
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Q. 

A. 

Since 2010, AEPCO has continued to evaluate the role of CCI in meeting Member needs 

by comparing its costs to substitute capacity available on the market. As stated in my 

rebuttal report at page 12, in 2012, the yearly capacity cost for CC1 was only $28.30 per 

kW compared to the $37.80 per kW six-month demand rate for one of AEPCO’s 

Purchase Power Agreements (“PPA”). Further, comparing projected costs provides 

additional, quantitative evidence of CC 1 ’s value as capacity. The projected capacity cost 

for CCl in 2015 is $1.78 per kW-month. That is significantly less than the PPA 

agreements currently in place, which have projected 201 5 demand rates of $8.85 per kW- 

month and $10.58 per kW-month. Thus, the “capacity value” of CCl is a savings of 

more than $500,000 per month in avoided capacity charges when AEPCO, instead, 

purchases real-time market energy against CC 1. 

Is there any other information relevant to the issue of STl’s continued usefulness to 

AEPCO? 

Yes. 1 indicated at page 9 of my rebuttal report that, historically, we have operated CCl 

during the summer months when and as needed to cover peak load. In fact, we used CCl 

in this operational role just a few weeks ago. In late June, AEPCO placed CC 1 in service 

for six days. During this time, CC 1 and the other Apache gas-fired combustion turbines 

ran at high capacity factors during peak hours when market energy costs exceeded our 

production costs. During off-peak hours, when market energy costs were low, the 

combustion turbines were taken off-line and CCl was backed down to minimum loads. 

The calculated cost savings of operating these units, including CC 1, during the peak 

3618494~4/1042 1-0067 3 
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Q. 

A. 

Q. 

A. 

hours was nearly $300,000 and the savings amounted to more than $100,000 when 

compared to day-ahead block and real-time market energy purchases. 

Does Mr. Mazzini’s discussion of Apache Station in his surrebuttal testimony 

change AEPCO’s position regarding Apache’s historic operation and continued 

use? 

No. The data and analysis in my rebuttal testimony and report explain fully the unique 

factors that caused the output decline fiom the coal-fired units in 2009,201 1 and 2012: 

(1) high coal prices (which have now been rectified by the STB ruling and our successful 

coal cost negotiation efforts) combined with low market prices and (2) the scheduled 

expiration of SRP’s 100 MW, 20-year sales contract. ST2 and ST3 are now operating 

and are expected to continue to operate over the next several years at much higher levels. 

Further, CC1 has considerable, long-term value based on the capacity value analysis and 

cost savings calculations discussed in my rebuttal and rejoinder testimonies -the validity 

of which was most recently confirmed by CCl’s cost-savings operations about two weeks 

ago. 

ECONOMIC STUDY RECOMMENDATION - AEPCO REJOINDER POSITION 

Staff’s surrebuttal testimony includes a recommendation that AEPCO conduct an 

economic study of Apache Station. Please provide the Cooperative’s response to 

this proposal. 

As discussed in Mr. Pierson’s rejoinder testimony, after receiving Staffs surrebuttal 

testimony, AEPCO met with Staff to gain a better understanding of the kind of study 
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being suggested. Although we db not agree with Staff on certain details and conditions 

associated with the study, I will describe the analysis of Apache Station our Strategic 

Resource Planning Group (“SRPG”) has already commenced and which we propose to 

continue and complete as our Apache Study in compliance with this study 

recommendation. 

Please describe the work of the SRPG. 

The SRPG is comprised of highly qualified AEPCO staff, outside consultants and 

Member Cooperative personnel. The SRPG and its Technical Team are in the process of 

conducting a comprehensive study (“SRPG Study”) analyzing the future of Apache 

Station’s viable operations. 

The first stage of the SRPG Study commenced with a detailed comparison of the 

operating costs, capital requirements and potential stranded costs associated with a 

variety of resource alternatives to Apache Station’s current configuration and uses. 

AEPCO hired Burns & McDonnell to use Strategist, a Ventyx product, to analyze a 

number of different resource configurations, including analysis of the viability of 

Apache’s existing fleet with environmental upgrades under the following scenarios: 

AEPCO’s alternative BART proposal submitted to the EPA (installing 

Selective Non-Catalytic Reduction on ST3 burning coal and 

converting ST2 to burn natural gas only); or 

Installing Selective Catalytic Reduction on ST2 and ST3 while 

burning coal; or 
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3) Converting both ST2 and ST3 to burn natural gas only; or 

4) Shutting down ST2 and/or ST3. 

Burns & McDonnell’s analysis also looks at construction of new natural gas-fired 

resources at Apache, as well as the possible use of PPAs (with any necessary 

transmission upgrades) as substitution options for Apache units. 

The Strategist modeling is based, in part, on market data from Wood Mackenzie and 

ACES regarding forward market energy and fuel forecasts. Initial Strategist modeling 

results indicate that continued use of the Apache units under AEPCO’s alternative BART 

proposal to the EPA has the lowest net present value utility cost when compared to 

procuring other resource alternatives to serve AEPCO’s load obligations. 

In conjunction with the Strategist modeling, the SRPG will also conduct a full unit 

retirement analysis by which they will evaluate stranded investment, operational changes 

and decommissioning costs in connection with potential unit retirement. The SRPG will 

also conduct a Request for Proposal or similar public request for information process in 

order to compare market power costs against the market assumptions utilized in the 

Strategist modeling and as an additional verification of AEPCO’s long-term PPA market 

costs and CC 1 capacity value. The SRPG will then use the results of these various 

analyses as the basis for Planning & Risk (PaR) models (another Ventyx product) to 

provide variable cost projections for financial forecasting and rate projections. 
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Finally, the results of these analyses will be provided to the Commission - together with 

a non-confidential executive summary which can be made publicly available - on or 

before June 30,2014. 

SUMMARY OF AEPCO REJOINDER POSITION 

Mr. Kurtz, please summarize AEPCO’s rejoinder position as it relates to the 

subjects addressed in your testimony. 

AEPCO has demonstrated the current viability of Apache Station and provided data that 

supports the useful lives of its units STl, ST2 and ST3. As to Liberty’s recommendation 

regarding a study of Apache Station, as discussed last week with Staff, AEPCO proposes 

the Commission approve the SRPG planning process as described herein. 

Does this conclude your rejoinder testimony? 

Yes, it does. 
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A. 

Please state your name and address for the record. 

My name is Gary E. Pierson. My business address is 1000 S. Highway 80, Benson, Arizona 

85602. 

By whom are you employed and in what capacity? 

I am employed by Sierra Southwest Cooperative Services, Inc. (“Sierra Southwest”) as the 

Manager of Financial Services. As Manager of Financial Services, I am responsible for 

directing and administering the treasury and cash management hnctions for Sierra 

Southwest. In addition, under agreements that Sierra Southwest has with Arizona Electric 

Power Cooperative, Inc. (“AEPCO’) and Southwest Transmission Cooperative, Inc. 

(“SWTC”), I am responsible for those same functions, as well as rate design and 

implementation for these two cooperatives. 

Please briefly summarize your educational and professional background. 

I graduated in 1974 from Western State College, Gunnison, Colorado, with a Bachelor of 

A r t s  Degree specializing in Accounting and Business Administration. In June 1974, I was 

employed by Colorado-Ute Electric Association, Inc. and worked there for 17 years in 

various positions in the areas of ratemaking, budgeting, financial forecasting and power 

requirements studies. In May 1992, I joined AEPCO as a Rates Administrator in the 

Financial Services Division, where my principal responsibilities and duties included the 

preparation of rate filings, the design of rate structures and rate analysis studies. In 1993, I 

was promoted to the position of Manager of Financial Services. I have testified as an expert 

witness before the Public Utilities Commission of the State of Colorado, the United States 

Bankruptcy Court in Denver, Colorado and the Arizona Corporation Commission in 

connection with various proceedings involving rate cases. 
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A. 

Q. 

A. 

What is the purpose of your testimony? 

I will testify in support of the application for a general rate filing for AEPCO. My testimony 

is primarily directed to the R14-2-103.B Schedules A-H which have been filed in support of 

AEPCO’s rate application. 

INTRODUCTION A N D  SUMMARY OF REOUESTS 

Mr. Pierson, before discussing those schedules, please summarize AEPCO’s reasons 

for filing this rate case. 

Although we have several reasons, its primary purpose is to update AEPCO’s depreciation 

rates as required by Rural Utilities Service (“RUS”) guidelines. As background, in the rate 

case which led to Decision No. 68071, AEPCO presented a depreciation study which 

extended the estimated useful lives of Steam Units 2 and 3 from 2020 to 2035. This life 

extension study and its resulting lower depreciation rates reduced costs in that case’s test 

year by almost $1.5 million. However, having departed fi-om its “standard” rates, the RUS 

requires that AEPCO’s revised depreciation rates be periodically re-evaluated and 

implemented. In compliance with that requirement, we commissioned another depreciation 

study, as described in Mr. Scott’s testimony. Commission rules (A.A.C. R14-2-102.C.1) 

provide that revised depreciation rates may only be authorized in a rate application filed in 

accordance with the requirements of R14-2-103. Therefore, because a rate case is required 

to implement the depreciation changes discussed by Mr. Scott and required by RUS, we also 

performed a broader revenue requirements study to take into account changes in other 

expenses and revenues in the calendar 201 1 test year. So, this filing seeks to (I) implement 

revised depreciation rates and, as well, (2) lower AEPCO’s overall revenue requirements. 

1042 1 -67BO75764v2 2 



1 Q. Please summarize AEPCO’s requests. 

2 A. 

3 

4 

5 

6 partial-requirements members. 

As a result of our revenue requirements study, AEPCO is asking that the Commission 

approve a revenue decrease of $4.5 million or an overall 2.92% decrease in revenue 

requirements. That average decrease, however, is actually a blend of a 1.30% decrease in 

revenues fiom its all-requirements members and a 3.12% decrease in revenues from its 

7 

8 

9 

10 

11 

AEPCO also recommends that the Commission continue to approve specific rates for its 

members based upon the cost causation principles that were used and approved in our last 

rate proceeding (Docket No. E-01773-09-0472, Decision No. 72055), as amended in certain 

respects by Decision No. 72735. We also propose some modifications to the Purchased 

Power Fuel Adjustor Clause (“PPFAC”) which will be discussed later in my testimony. 

12 

13 

14 

15 

16 

17 

18 

19 

The following summarizes present and proposed rate structures: 

Present Rates Proposed Rates 

Collective All-Requirements Members (“CARM”): 

Fixed Charge(’) $273,334/Month $280,598/Month 

O&M Charge(’) $414,O19/Month $458,175/Month 

Energy Rates: 

Base Resources $O.O3132/kWh $O.O2921/kWh 

Other Existing Resources $O.O53OO/kWh $0.04795/kWh 

20 (I) Apportioned between the all-requirements members on the basis of each CAM’s  load ratio share of its 
, 21 1Zmonth average demand compared to the total CAMS’ 1Zmonth average demand. 
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Partia- Reauirements Members (“PRM”): 

Mohave Electric Cooperative (“MEC”): 

Fixed Charge $83 5,756Month $85 6,3 5 S/Month 

O&M Charge $lY274,882Month $l,419,059/Month 

Energy Rates: 

Base Resources $0.03 19lkWh $0.02 8 94kWh 

Other Existing Resources $0.05852kWh $0.05437kWh 

Sulphur Surinm Valley Electric Cooperative (“SSVEC”): 

Fixed Charge $74OYO41/Month $758,28l/Month 

O&M Charge $l,128,876Month $lY256,541Month 

Energy Rates: 

Base Resources $O.O3205kWh 

Other Existing Resources $0.05742kWh 

TRICO Electric Cooperative (“TRICO”): 

Fixed Charge $7 10,367Month 

O&M Charge $764,465/Month 

Energy Rates: 

Base Resources $O.O3214kWh 

Other Existing Resources $O.O5747kWh 

$O.O2938kWh 

$O.O.O5109kWh 

$743 , 828iMonth 

$859,84O/Month 

$0.02947kWh 

$0.042 19kWh 

In relation to the current energy rates stated above, the @taJ base and other energy rate 

actually charged the members is higher than the stated energy rate because of additional 

PPFAC adjustors which are charged the CARMs and PRMs per kWh of energy use. 
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2 Q. 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

SCHEDULES AND ADJUSTMENTS 

Please describe the schedules. 

They are a multi-page exhibit containing Schedules A-H (the “Schedules”) that are required 

by and described in A.A.C. R14-2-103.B. They are divided into the following categories: 

Schedule Category Section Tab 

Summary A 

Rate Base B 

Test Year Income Statements C 

Cost of Capital D 

Financial Statements and Statistics E 

Projections and Forecast F 

Cost of Service Analysis G 

Effect of Proposed Tariff Schedules H 

14 Q. Please describe Section A of the Schedules. 

15 A. Section A contains summary information. Schedule A-1 shows the computation of the 

16 increase in gross revenue requirements which results fiom the development of the financial 

17 schedules. 

18 

19 

20 

21 

22 

23 

As Schedule A-1 shows, the proposed revenue decrease of $4.5 million is 2.92% less than 

the revenues generated fiom AEPCO’s members under present rates. Current rates 

produced approximately $1 5.2 million in electric operating income (margins) in the test year 

ended December 31,201 1, as adjusted. Based upon an adjusted rate base of $267.5 million, 

these revenue requirements, as adjusted, generated a rate of return of 5.68%. AEPCO’s 

proposed rates, instead, would produce less than $1 0.7 million in test year electric operating 
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20 

21 

22 

23 

I 

Q. 

A. 

income, as adjusted. Based upon the test period adjusted rate base, the proposed revenue 

requirements generate a rate of return of 3.99%. Therefore, AEPco is requesting a revenue 

decrease of $4.5 million, which translates to a 2.92% decrease. 

Schedule A-2 summarizes the results of operations for the 12 months ending December 31, 

2009,20 10 and 201 1, as well as the adjusted 20 12 test year, with present rates and proposed 

rates. On an adjusted test year basis, the Test Year Adjusted column shows that AEPCO 

had a net margin of $6.5 million, a TIER of 1.70 and a DSC of 1.56 in the test year. 

Assuming the proposed rates, AEPCO would have a test year net margin of about 

$2.0 million, a TIER of 1.21 and a DSC of 1.32. Schedule A-3 summarizes AEPCO’s 

capital structure and capitalization ratios for the years ended December 31, 2009 and 2010, 

as well as for the test and projected year. Schedule A-4 provides data concerning 

construction expenditures, net plant additions and gross utility plant in service. 

Schedule A-5 summarizes AEPCO’s changes in financial position. 

Please discuss Section B of the Schedules. 

Section B contains supporting rate base schedules used in the AEPCO rate filing. 

Schedule B-1 summarizes the components of the original cost rate base of $267.5 million as 

of December 3 1, 201 1. It includes gross utility plant in service of $452.7 million, 

accumulated depreciation and amortization of $220 million and allowances for working 

capital of $34.8 million. Three adjustments were made to the original cost rate base for the 

test year (Schedules B-2 and E-5, pages 3-4). AEPCO made adjustments to Utility Plant to 

reclassify acquisition adjustments, as well as to remove plant held for future use, and also 

made an adjustment to accumulated depreciation, reflecting the proposed depreciation rates 

(Schedule C-2, page 10). Schedules B-3 and B-4, concerning reconstructed cost new less 

10421-67/3075764~2 6 



1 

2 

depreciation rate base, have not been completed. As a not-for-profit cooperative, AEPCO 

stipulates to the use of its original cost rate base as its fair value rate base. 

3 

4 

5 

6 

7 

8 

9 

10 

11 Q. 

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 

Schedule B-5, page 1 provides the computation of working capital by components, which 

sum to total working capital of $34.8 million. Its remaining pages show the calculation of 

the different components. Schedule B-5, page 2, concerning the calculation of cash working 

capital, however, has not been completed. Due to the considerable time and expense of 

preparing a leadlag study, AEPCO agrees to the use of a zero value for its cash working 

capital. AEPCO is also not asking for prepayments to be included in the computation of rate 

base as shown on Schedule B-5, page 5, because of the position Staff took on this issue in 

our prior rate cases. 

Please describe Section C of the Schedules. 

Section C contains adjusted test year income statements and supporting schedules to the 

income statements. Schedule C-1, pages 1 through 4, provides the actual income statement 

and the as-adjusted income statement for the test year. Pages 1 and 2 of Schedule C-1 

provide per books and reclassified test year income statements for the test year. The first 

column displays AEPCO’s revenues and expenses during the 2011 calendar test year. As 

noted on Schedule C-1, page 2, AEPCO had operating margins of $829,000 and non- 

operating margins of $1 million that, together, produced a net margin of $1.9 million. The 

second column states reclassification adjustments made to the test period which have a zero 

effect on the net margins. 

21 

22 

Schedule C-2, pages 1 through 10, provides detail on the reclassification and pro forma 

adjustments to revenues and expenses. They are as follows: 
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Reclassification Adiustments - Schedule C-2. Pages 1 and 2: 

1. SWTC Revenue Reclassification - This adjustment reclassifies the network service and 

system control and load dispatching revenues that AEPCO collects fiom its CARMs 

and then pays to SWTC. These revenues and charges are a pass-through, at cost, of 

network services provided by SWTC to the CARMs. Therefore, AEPCO has removed 

them fiom its cost of service. The net impact of this and the following three 

reclassifications on net margins discussed below is zero. 

ACC Gross ODeratinP Revenue Assessment - This adjustment reclassifies the revenues 

that AEPCO receives fiom its Class A Members against the expense that it records in 

administrative and general expenses. 

Coal Legal Expenses - This adjustment reclassifies certain legal expenses that have 

been recorded in coal expense to administrative and general expenses to be consistent 

with the rate treatment afforded these expenses in AEPCO’s prior rate cases. 

Proper@ Tax Reclassification - This adjustment reclassifies property taxes-which are 

recorded in various operation and maintenance expense categories according to RUS 

accounting procedures-to taxes, so that these expenses can be shown separately for 

ratemaking purposes. 

2. 

3. 

4. 

Pro Forma Adjustments - Schedule C-2, Pages 3 through 10: 

1. ED2 Sales Contract Termination - This adjustment annualizes the test year effect of the 

expiration of the 8 MW sales contract to Electrical District 2 (“‘ED2’3 that will occur on 

September 30,2012. This agreement became effective on October 1, 1987 for a term of 

25 years. AEPCO has removed the contract’s revenues, as well as its associated fuel 

costs, fiom test year results. In addition, we eliminated the associated charges that were 
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12 

13 

14 
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paid to SWTC to wheel the 8 M W  of power associated with this contract. This 

adjustment decreases net margins by $1.4 million. 

2. Coal Cost Ad-iustment - AEPCO had rail transportation contracts with two railroads that 

expired on December 31, 2008. When it became evident that new agreements with the 

railroads could not be reached, AEPCO became a common carrier customer. After 

analysis of the common carrier tariff rates and terms of service, AEPCO decided that the 

tariff rates were unjust and filed a complaint with the Surface Transportation Board in 

2008, seeking rate relief and the establishment of reasonable rates and other terms of 

service for its unit coal train transportation service. 

The Surface Transportation Board issued its Decision No. 41181 on November 22, 

201 1. It established new lower rail rates for the period 2009 through 2018 and also 

awarded AEPCO $9.2 million in reparations for rail transportation costs paid in 2009, 

201 0 and 20 1 1. Because the amount of reparations has been appealed by the defendants 

in the Surface Transportation Board complaint proceeding, AEPCO has recorded the 

$9.2 million received as a deferred credit until such time as the matter is finally resolved. 

When that happens, AEPCO will discuss with the Commission a mechanism to 

distribute all or some portion of those reparations to its customers. Therefore, the 

reparations are not being addressed in this rate application. 

But, as a result of the new tariff rates and terms of service, AEPCO has been able to 

negotiate new coal supplies for 2012 at a much lower cost than was recorded in the test 

period. Taking these new coal commodity rates and rail transportation rates into 

account, AEPCO has included a pro forma reduction in test year coal expenses of 
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approximately $1 1 million and, correspondingly, the effect is to increase margins by that 

amount. 

3. Fixed Gas Charges Adiustment - AEPCO has included a pro forma reduction of 

$48,000 to fixed gas costs in the test year to reflect the difference between 

approximately $193,000 in increased fixed gas costs for El Paso Natural Gas 

transportation charges, but a $241,000 reduction for Chevron storage charges. This 

increases margins by $48,000. 

4. Labor Expense Adiustment - This adjustment annualizes labor expense and associated 

payroll taxes and benefits to reflect reductions in staffing levels and wage increases that 

occurred during the test period, as well as known and measurable wage increases that 

are taking effect in 2012. In 201 1, AEPCO and SWTC reduced staff levels from 302 

employees to the current level of 261. This adjustment reflects AEPCO’s portion of 

these staffing reductions and results in a $2.3 million increase to net margins. 

5 .  Maintenance Outage Overhaul Adiustment - This adjustment to test period costs 

amortizes minor outage expenses over a three-year period, rather than a two-year period, 

and major outage expenses over a six-year period. This increases net margins by 

$41 1,000. 

6. AEPCO Point-to-Point Wheeling Contracts Adiustment - Prior to 201 1, AEPCO had 

contracts with SWTC in the aggregate amount of 48 MW for point-to-point service. As 

explained previously in the ED2 Sales Contract Adjustment discussion, 8 MW of this 

48 MW point-to-point service will end with the termination of the ED2 contract this 

September. However, on January 1,201 1, AEPCO entered into an additional 50 MW of 

point-to-point service to provide the necessary wheeling paths to accommodate an N-1 

event on SWTC’s transmission system. On January 1,2012, AEPCO consolidated these 
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40MW and 50MW contracts with an additional 20MWs of required service to 

establish a new N-1 contract of 110 MW of point-to-point service. AEPCO has 

included a pro forma adjustment to reflect this additional $925,000 of increased 

wheeling costs for the additional 20 MW which was not reflected in the test period 

amount. 

Further, in addition to this N-1 point-to-point contract, AEPCO also intends to enter into 

a 205 MW point-to-point contract with SWTC to provide the necessary wheeling paths 

to meet AEPCO’s Southwest Reserve Sharing Group (“SRSG”) obligations. This 

service will start at the same time new rates take effect in both the AEPCO and SWTC 

rate applications. AEPCO has included a pro forma adjustment to reflect the additional 

$9.5 million of increased wheeling costs for the additional 205 MW not reflected in the 

test period. However, AEPCO also understands that the $10.4 million in additional 

revenue to SWTC for these two contracts will result in lower point-to-point transmission 

service rates emerging fiom SWTC’s application for rate relief. Therefore, AEPCO has 

estimated that its point-to-point wheeling expense will decrease by $4.2 million based 

upon estimated point-to-point service rates and Schedule 1 charges of $2.748 per kW 

month as opposed to the current tariff rates of $3.853 per kW month. Therefore, this 

adjustment will increase AEPCO’s wheeling expenses by $6.2 million ($10.4 million 

less $4.2 million) and, correspondingly, decrease net margins by the same amount. 

7. Scheduling and Trading Services Adiustment - This adjustment annualizes revenues 

associated with scheduling and trading services agreements between AEPCO and 

various other parties. The effect of this adjustment increases net margins by $333,000. 
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8. APM Regional Trading Center Adiustment - In 201 1, AEPCO negotiated an agreement 

with Aces Power Marketing (“APM’) to establish a regional trading center. The center 

became operational on May 1, 201 1 and AEPCO transferred its load scheduling and 

trading services to APM. This agreement allowed AEPCO to achieve costs savings 

through staffing reductions that have been reflected in other adjustments. This 

adjustment annualizes the increased fees associated with the load scheduling and trading 

services now provided by APM. This adjustment decreases net margins by $870,000. 

9. AEPCO Cost Cutting Promam Adiustment - This adjustment reflects the impact of 

certain non-payroll-related cost cutting measures instituted by AEPCO during 201 1. 

The effect of this adjustment increases net margins by $764,000. 

10. Rate Case Expense Amortization - This adjustment assumes legal costs and expenses 

associated with the rate application of $240,000 and amortizes those expenses over a 

three-year period. The effect of this adjustment results in a decrease in net margins of 

$80,000. 

1 1. California Parties Legal Cost Adjustment - Certain California investor-owned utilities 

and the California Electricity Oversight Board (the “California Parties”) filed lawsuits in 

federal district court against certain non-jurisdictional entities, including AEPCO, 

seeking contract-based refinds for the regular and summer refind periods in connection 

with complaints about the high prevailing prices for wholesale electricity sold in markets 

operated by the California I S 0  and California PX during 2000 and 2001. Those 

lawsuits were dismissed for lack of subject matter jurisdiction, but were re-filed by the 

California Parties. On March 21, 2012, AEPCO reached an agreement with the 

California Parties to settle those pending claims in the Los Angeles Superior Court, the 

9” Circuit Court of Appeals and the FERC. The settlement covers both the regular and 
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summer refund periods for the 2000 to 2001 period. AEPCO expects that the settlement 

will be finalized and approved later this year. Therefore, AEPCO has adjusted test year 

expenses to remove the legal and consulting fees incurred by AEPCO in relation to the 

California Parties lawsuits as a non-recurring expense. This adjustment increases net 

margins by $1.2 million. 

12. South Point PPA Capacity Adiustment - This adjustment reflects increases in the South 

Point Energy Center (“South Point”) purchased power contract capacity fi-om 25 MW 

to 35 MW and the capacity charge fiom $8.65/kW month to $8.70/kW month as 

required by the terms of this contract. This adjustment decreases net margins by 

$530,000. 

13. Depreciation and Amortization Adiustment - This adjustment reflects the revised 

depreciation rates that are proposed by AEPCO and which are discussed in Peter Scott’s 

testimony. The adjustment is predicated on useful life estimates through 2020 for the 

gas-fired units and 2035 for the coal-fired units. The revised depreciation rates increase 

depreciation expense by $1.4 million. In addition to the depreciation rates, AEPCO is 

proposing that the estimated net decommissioning costs be amortized over the 

remaining 22-year life of Apache Station, which increases amortization expenses by 

about $2 million per year. Finally, the adjustment removes the accretion expense 

recorded in 201 1 for AEPCO’s Asset Retirement Obligations, which was disallowed for 

rate-making purposes in AEPCO’s last rate case, and amounts to approximately 

$154,000. These adjustments combined decrease net margins by $3.2 million. 

14. CUT Debt Refinancing - During 201 1 , AEPCO prepared an economic analysis of the 

feasibility of calling its Cooperative Utility Trust (“CUT”) Certificate bearing an interest 

rate of 7.74%. AEPCO subsequently applied to the Commission for permission to 
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refinance the CUT Certificate with new debt from the National Rural Utilities 

Cooperative Finance Corporation (“CFCyy). In Decision No. 72508, the Commission 

approved AEPCO’s request. In December 2011, AEPCO drew loan funds from CFC 

that were paid to an escrow account administered by the Trustee in accordance with a 

30-day prefunding requirement. On February 1, 2012, the CUT Certificate was then 

called by the Trustee and the transaction was completed. AEPCO has made an 

adjustment to the test year expenses to reflect the annual interest savings associated with 

the refinancing. This increases net margins by $532,000. 

15. Interest Expense Adiustment - This adjustment annualizes interest expense based upon 

debt balances and interest rates at the end of the test year (adjusted for the CUT 

Certificate refinancing) and decreases interest expense by $704,000. Net margins are 

increased by the same amount. In addition, AEPCO has adjusted the principal payments 

for the test period to reflect the principal payments due within the next year. This 

increases principal payments by $1.2 million. 

16. Purchased Power and Fuel Swchronization - This adjustment increases revenues to 

synchronize the PPFAC revenues with the pro forma he1 and purchased power energy 

costs made in previous adjustments, which decreases margins by $285,000. 

As indicated on page 10 of Schedule C-2, these pro forma adjustments to expenses and 

revenues resulted in an increase in net margins of $4.6 million. 

Finally, Schedule C-3 states the computation of the gross revenue conversion factor 
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Q. 

A. 

Please describe Section D of the Schedules. 

The D Schedules contain information on AEPCO’s cost of capital for the 12 months ended 

March 31, 2009, 2010 and 2011 and the projected 12 months ended December 31, 2012. 

Schedule D-1 sets forth the computed cost of capital as of December 3 1 , 201 1 for the actual 

and projected year ended December 31,2012. Invested debt capital amounted to $220.453 

million with a composite cost rate of 4.79%. Schedule D-2 shows long-term and short-term 

debt balances by lender that comprise the total; the interest rates associated with the debt 

balances; and the computation of the composite cost rate for the three actual years and the 

projected year. Schedules D-3 and D-4 (preferred stock and common equity) are not 

applicable to AEPCO, because it is a member-owned, not-for-profit cooperative. 

Q. 

A. 

Please describe Section E of the Schedules. 

Section E contains financial statements and statistical schedules for the 12 months ending 

December 3 1 , 2009,2010 and 201 1. Schedule E-1 provides comparative balance sheets and 

Schedule E-2 shows comparative income statements. Schedule E-3 provides a comparative 

statement of changes in financial position and Schedule E-4 reflects changes in equity. 

Schedule E-5 provides detail on utility plant additions during the test year and balances as of 

December 3 1 , 2010 and 201 1 , along with pro forma adjustments. Schedule E-6 is not 

applicable to AEPCO. Schedule E-7 provides AEPCO operating statistics, while 

Schedule E-8 lists taxes charged to operations. Attached to my testimony as Exhibit GEP-1 

are the Consolidated Financial Statements, which include the Independent Auditor’s Report 

to the AEPCO Board of Directors dated April 23, 2012. It contains the information 

referenced in Schedule E-9. 
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Q- 

A. 

Q- 

A. 

Q. 

A. 

Q. 

A. 

Please describe Section F of the Schedules. 

Section F contains various projections and forecast schedules. Schedule F-4 discusses 

certain assumptions used in developing the projections contained in these schedules. 

Please describe Section G of the Schedules. 

Section G of the Schedules contains the cost of service schedules. They were developed 

according to the rate settlement agreements that were approved in AEPCO’s last rate case 

decision and are consistent with the Commission’s rate filing requirements. 

Schedule G-1 summarizes AEPCO’s margins and rate of return for the adjusted test year 

at present rate levels. Although AEPCO’s revenue requirements do not use a rate base to 

develop returns, this schedule shows the effective level of return so as to comport with 

the filing requirements. Schedule G-2, page 1 provides similar information at the 

proposed rate level. Schedule G-2, page 2 refers to the derivation of proposed rates on 

Schedule G-4, page 1. 

Please describe Schedule G-3. 

Schedule G-3 concerns the allocation of rate base to classes of service. Because 

AEPCO’s revenue requirement is not driven by a rate of return on rate base, this schedule 

is not applicable. 

Please describe Schedule 6-4.  

Schedule G-4, page 1 provides the derivation of revenue requirements and rates for 

PRMs MEC, SSVEC and TRICO, as well as the CARMs. Costs which have been 

functionalized as Base Resources, Other Existing Resources and Additional TRICO 

Resources and Additional CARM Resources on Schedule G-6 have also been further 
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Q. 

A. 

Q. 

A. 

categorized as fixed costs, capacity-related operation and maintenance expenses or 

energy-related expenses on Schedule G-6, page 5. After netting certain adjustments, 

including other revenues and the revenues received from the transfer and use of resources 

by other members, against the energy-related costs on Schedule G-4, page 2, revenue 

requirements by customer by function are aggregated on Schedule G-4, page 1. These 

cost groupings are then employed on lines 35 through 41 of Schedule G-4, page 1 to 

develop the Monthly Fixed Charge and Monthly O&M Charge dollar amounts for MEC, 

SSVEC, TRICO and the CARMs (lines 36-37). In addition, by identifying and grouping 

energy costs by resource function, separate energy charges for MEC, SSVEC, TRICO 

and the C A M S  were developed which reflect the specific supply resource costs 

attributable to each of these Class A Members (lines 38-41). 

Please describe Schedule G-5. 

Schedule G-5 concerns the development and presentation of rate base by function. As 

previously explained, AEPCO does not employ a rate base to develop its revenue 

requirement. Therefore, this schedule is not applicable. 

Please describe Schedule 6 - 6 .  

Schedule G-6 provides the detailed functionalization of expenses to Base Resources, 

Other Existing Resources, Additional TRICO Resources and Additional C A M  

Resources. Schedule G-6, page 1 summarizes the account-by-account assignment of 

expenses to the four resource functions after reclassifications and pro forma adjustments 

have been made. Schedule G-6, page 2 provides the account-by-account assignment of 

booked expenses to the four resource functions. Production fuel expense, Account 501, 

is, by far, the single largest component of costs. This account reflects the coal costs 
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associated with Apache Steam Units 2 and 3 and is functionalized to Base Resources. 

Similarly, operations and maintenance expenses associated with the Base Resources units 

(Accounts 502, 505, 506, 509, 511, 512, 513 and 514) are functionalized to that function. 

Production fuel expense (Account 547) is the fuel cost of the Other Existing Resources 

and is hnctionalized accordingly. Operations and maintenance expenses associated with 

Other Existing Resources (Accounts 546, 548, 549, 552, 553 and 554) are also assigned 

to Other Existing Resources in a consistent manner. 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

Purchased power expense (Account 555) is assigned to functions based upon contractual 

obligations. That is, the energy and demand costs of the WAPA contracts are assigned to 

Base Resources, because these agreements are firm base load supply contracts. However, 

the members have agreed that the costs associated with the South Point and PPL Energy 

Plus (aka Griffith) contracts, as well as pre-pool purchases made on behalf of TRICO or 

the CARMs, are either TRICO or CARh4 additional member resources. Thus, on a 

going-forward basis, the costs of these PPAs and direct assignable purchases should be 

direct assigned as Additional Resources. The remaining purchased power costs reflect 

purchases made to serve the entire AEPCO load and are, therefore, hnctionalized as 

Other Existing Resources. 

18 

19 

20 

21 

22 

23 

System Control and Load Dispatching (Account 556, excluding a directly assigned 

amount associated with the dispatching of TRICO or CARM additional resources), Other 

Expenses (Account 557) and Transmission of Electricity by Others (Account 565, 

excluding a directly assigned amount associated with the Liberty to Marana transmission 

wheeling path) were functionalized on the basis of the proportions of energy from each of 

the Base and Other resource types insofar as the scheduling and transmission of this 
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Q. 

A. 

energy is the cost driver for these costs. Administrative and General Expense and 

General Plant Expense were assigned on the basis of the functionalized labor component 

of the other operation and maintenance expense accounts. 

The remaining cost components of AEPCO’s revenue requirements were similarly 

assigned to functions based upon the appropriate cost drivers. Depreciation expense was 

assigned based upon the amount of depreciation associated with each generation unit. 

The depreciation associated with other non-generating equipment was pro-rated on the 

basis of directly determined depreciation expense by function. Similarly, Interest on 

Long-Term Debt was directly calculated by function and assigned accordingly, with the 

small amount of indirect interest functionalized on a pro-rata basis. The remaining other 

interest and deductions were addressed in the same manner. Total booked expenses by 

function were then totaled and are set forth on line 59 of Schedule G-6, page 2. 

Please describe how the pro forma adjustments made by AEPCO were 

functionalized. 

Schedule G-6, page 3 provides information concerning the distribution of AEPCO’s pro 

forma adjustments to test year expenses to the functions of Base Resources, Other 

Existing Resources, Additional TRICO Resources and Additional C A M  Resources. On 

this page, each of the pro forma adjustments has been assigned to the specific account 

and resource function affected by the adjustment. 

The labor expense adjustment has been distributed to the various operation and 

maintenance accounts and resource functions on the basis of the booked labor by account 

which was, in turn, functionalized on the same basis as the adjusted expenses set forth on 
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Q. 

A. 

Schedule G-6, page 1 .  The labor adjustment affects numerous accounts and resource 

functions to which labor costs are booked. The Base Resources function of fuel expense 

(Account 50 1) was adjusted to reflect the pro forma adjustments described previously in 

my testimony. The Additional Resources functions of purchased power expense 

(Account 555) were increased to reflect the South Point adjustment previously discussed. 

The Base and Other Resources functions of Transmission of Electricity by Others 

(Account 565) reflects the reduction in point-to-point costs associated with the ED2 

adjustment and the increase in point-to-point costs associated with the N-1 and SRSG 

adjustments discussed previously and are assigned in the same manner as set forth on 

Schedule G-6, page 2. The Depreciation expense adjustment and adjustments for 

Interest on Long-Term Debt were assigned to functions based upon the associated costs 

from Schedule (3-6, page 1 .  Total pro forma adjustments by function were totaled and 

are set forth on line 59 of Schedule G-6, page 3. 

Please describe how the reclassification of expenses made by AEPCO was 

functionalized. 

Schedule G-6, page 4 provides information concerning the distribution of AEPCO’s 

reclassifications of test year expenses to the functions of Base Resources, Other Existing 

Resources, Additional TRICO Resources and Additional C A M  Resources. The 

reclassified amounts by account were removed from the functional costs using the same 

basis as the costs were initially assigned to the respective functions. Coal legal fees 

included in the Base Resources function of fuel expense (Account 501) were removed 

from this account and reclassified to the Base Resources function of administrative and 

general expenses. In addition, property taxes were removed ( ie . ,  reclassified) from the 
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Q. 

A. 

various functions of those production operations and maintenance expense accounts in 

which these costs have been booked. This adjustment affected fuel expense 

(Account 50 l), steam expenses (Account 502), electric operation expenses 

(Account 505), generation operation expenses (Account 548) and administrative and 

general expenses. The reclassifications made to the Base Resources and Other Existing 

Resources functions of system control and load dispatching (Account 556), other power 

supply expenses (Account 557) and transmission of electricity by others (Account 565) 

reflect the removal of SWTC revenue associated with load control and system dispatch. 

Finally, the reclassifications made to taxes on line 47 of Schedule G-6, page 4 removed 

property taxes from the Base Resources and Other Existing Resources functions of 

various O&M accounts and identified these costs as taxes for ratemaking purposes. Total 

reclassifications by function are totaled and set forth on line 59 of Schedule G-6, page 4. 

Please describe how member requirements by function by classification were 

developed on Schedule G-6, page 5. 

Schedule G-6, page 5 sets forth the functionalized costs by account provided on 

Schedule G-6, page 1 with additional breakdowns of adjusted account balances into 

Fixed, O&M and Energy classifications. This allows the grouping of costs into 

components useful in the development of rates in Schedule G-4, page 1. The bulk of the 

operations and maintenance expenses, other than fuel and purchased power, are classified 

to O&M. Fixed costs are those costs that do not vary with the level of service. For 

example, while the vast majority of fuel costs are energy related, a portion of fuel 

expense in Account 501 is related to natural gas used for flame stabilization in the coal- 

fired generation units and is, thus, fixed in nature rather than energy related. Similarly, 
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while most of the costs of gas used in the gas-fired Other Existing Resources are energy 
I 

related, a portion of those costs is gas reservation charges and is, therefore, fixed, as 

opposed to energy related. Property taxes are another component of costs that are 

considered fixed. The demand component of purchased power costs is also considered to 

be fixed in nature and is classified as such, while the variable portion of purchased power 

is classified as energy related. Depreciation and interest are fixed costs, because they do 

not change with the level of energy sales. 

8 Q. 
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Schedule G-6, page 5 includes revenue credits that are netted against total expenses. 

Please describe these revenue credits and explain how they are functionalized and 

classified. 

A. As indicated on Schedule G-6, page 5 (line 66), AEPCO receives about $8.7 

million of Non-Member and Other Operating Revenues which is used to offset an equal 

portion of Class A Member revenue requirements. These revenue credits are comprised 

of Firm Contract Revenues, Economy Energy Sales from AEPCO generation assets, 

Scheduling Revenues for scheduling services provided to C A M S  and Other Operating 

Revenues from miscellaneous sources. Economy Energy revenue is entirely variable 

charge revenue and results from both Base Resources sales, as well as revenue from sales 

from Other Existing Resources. Scheduling Revenues are fbnctionalized entirely to Base 

Resources and are classified as fixed related. Other Operating Revenues are provided 

from sources such as loss charges, banking charges and certain reserve sharing revenues. 

Because Other Operating Revenues arise from all of AEPCO’s generation resources and 

not from TRICO or CARM additional resources, these revenues are fbnctionalized and 
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A. 

Q* 

A. 

Q- 

A. 

Q- 

A. 

classified on the basis of Base and Other Existing Resources Total Expenses prior to 

Revenue Credits. 

How are total Class A Member revenue requirements determined? 

All classified and fimctionalized operations and maintenance expenses, depreciation, 

taxes, interest and other charges are totaled on line 59 of Schedule G-6, page 5. Revenue 

credits set forth on line 66 are deducted from total expenses and margins are added on 

line 68. Margins are classified as fixed costs and are assigned to functions on the basis of 

the total costs of service by hnction, excluding margins. The resulting Class A Member 

revenue requirements by cost classification and function are provided on line 70 of 

Schedule G-6, page 5 .  

Please describe Schedule G-7, page 1. 

Schedule G-7 summarizes the functionalization factors employed in the assignment of 

costs in Schedules G-4 and G-6. 

Please describe Schedule G-8. 

Schedule G-8 shows the derivation of fuel charge bases that AEPCO is proposing in this 

rate application. AEPCO is proposing certain modifications to its existing PPFAC which 

I’ll discuss shortly. These fuel charge bases have been conformed to reflect those 

proposed modifications to AEPCO’s PPFAC. 

Please describe Section H of the Schedules. 

Section H of the Schedules summarizes the effect of the proposed rates on the associated 

revenues and details the revenue increases (decreases) by classes. 
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Q. 

A. 

Q. 

A. 

Please describe Schedule H-1. 

Schedule H-1, page 1 summarizes total member and other tariff sales revenues at present 

and proposed rates, as well as the proposed dollar and percent increases for the test year. 

Please describe Schedule H-2. 

Schedule H-2, page 1 compares present and proposed revenues by member for Class A 

members and firm contract sales. Schedule H-2, pages 2 through 4 provides billing 

determinant information used to develop the rates set forth in Schedule G-4, page 1. 

Schedule H-2, page 2 provides unadjusted MW and MWH sales by Class A Member by 

month for the test year. Schedule H-2, pages 3 and 4 provides adjusted MW and MWH 

sales by Class A Member by month for the test year. Schedule H-2, page 4 also provides 

the adjusted kWh sales by member which are hrther indentified by resource function 

(i. e., Base Resources and Other Existing Resources). 

Schedule H-2, pages 5 through 10 contains detailed monthly rate revenue information at 

actual present and proposed rates for each Class A Member. These pages employ the 

actual fixed, O&M and energy revenues, as well as the PPFAC adjustor revenue accrual 

by month, for the test year, and also provide the dollar and percentage impacts of the 

proposed revenue changes and the per books total revenue. Page 11 is a recap schedule 

that provides a summary of actual present and proposed revenues for C A M S  and PRMs. 

Page 12 has information on the average cost per kWh by Class A Member by month at 

present and proposed rates. 

Schedule H-2, pages 13 through 18 provides the same information as pages 5 through 10, 

except that the PPFAC accrual revenue has been synchronized based upon rates and 
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Q. 

A. 

Q. 

PPFAC bases that became effective on January 1,2012 to allow a consistent comparison 

of present and proposed rate revenues. A consistent “apples-to-apples” comparison of 

rate impacts would not be possible when comparing revenues produced by actual test 

year PPFAC factors derived from actual test year fuel and purchased power costs to 

revenues produced by rates that employ adjusted test year fuel and purchased power 

costs. For this reason, present revenues are restated, or synchronized, on Schedule H-2, 

pages 13 through 18, using a PPFAC that reflects adjusted test year fuel and purchased 

power costs. Page 19 is a recap schedule summarizing the synchronized present revenues 

and proposed revenues for C A M S  and PRMs. Finally, page 20 provides the average 

cost per kWh for Class A Members at synchronized present and proposed rates. 

Please describe Schedule H-3. 

Schedule H-3, page 1 identifies the changes in representative rate schedules. Lines 1 

through 10 provide the present monthly charges for MEC, SSVEC, TRICO and the 

CARMs. Lines 12 through 21 provide the proposed rates for these members. Lines 23 

through 32 then set forth the changes in the monthly rates from present to proposed rates. 

Please explain why Schedules H-4 and H-5 are not applicable to AEPCO. 

A. Schedule H-4 requires the filing of typical bill analyses to facilitate a comparison 

of present and proposed rates at varying consumption levels. AEPCO does not have 

retail customers and has provided actual month-by-month impacts for each Class A 

Member in Schedule H-2. This provides the “typical” customer information specifically 

applicable to each customer. Schedule H-5 requires the filing of billing activity by block 

for each rate schedule. As stated, AEPCO does not serve any retail customer classes and 
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AEPCO’s present and proposed rates do not contain any rate blocks. Therefore, this 

schedule is not applicable. 

THE PPFAC 

Q. 

A. 

Does AEPCO have recommendations concerning the PPFAC? 

Yes. AEPCO requests that the Commission approve continuation of the adjustor 

mechanism authorized in the last rate case decision, but with two modifications. Based on 

discussions with our Class A Members, AEPCO proposes to recover fixed fuel costs from a 

separate PPFAC ccpool’y which will carry its own fuel adjustor rate based upon a monthly 

charge. In addition, AEPCO requests that the bank balances be separated from the fuel 

adjustor rates and, instead, be recovered through a six-month amortization temporary tariff 

rider. 

Q. Why is AEPCO recommending these two changes to the PPFAC? 

A. By separating these two cost components-ie., fixed fuel costs and historic over- or 

under-collections-from the primary adjustor rate, we will send a clearer, more timely and 

accurate price signal to our members about the current cost of AEPCO’s resources. As the 

Commission knows, three of our largest members (MEC, SSVEC and TFUCO) are PRMs. 

They are not required to purchase their energy from AEPCO subject to certain contract 

minimum provisions, but can and do purchase from others. Understandably, they “shop” for 

the best deal for their retail members. Under the current PPFAC adjustor pricing system, 

which includes fixed cost and historic over- or under-collection amounts, the price signal 

which AEPCO sends these members is blurred and makes comparisons difficult as to how 

AEPCO’s current charges compare to the real time market. By making these changes, we 
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will send more accurate and timely purchase information to our members to encourage and 

facilitate the best use of our resources. That benefits not only the distribution cooperative 

purchasing the power, but all members as well, because our resources will be used at their 

maximum, cost-effective potential. 

Q. 

A. 

Does AEPCO have other recommendations regarding the PPFAC? 

Yes. AEPCO requests that the Commission approve continuation of the efficacy provision 

in relation to the PPFAC that has been approved in prior rate cases.’ Specifically, the 

Commission has authorized AEPCO to file a request that it review the efficacy of the 

PPFAC with the submission of any semi-annual PPFAC report. This provision has been 

helpfbl in AEPCO’s ability to administer and, if necessary, adjust previous PPFAC clause 

procedures and we ask that it be continued. 

Q. 

A. 

Please discuss any other PPFAC issues. 

We will work with Staff to refine details, but basically the same monthly reporting and 

semi-annual filingadjustment procedures will be followed that have been in place for the 

past several years. The adjustor bases shown on Schedule G-8 are the recommended clause 

bases. As to closing the current clause, AEPCO requests permission to refund or collect the 

outstanding Class A Members’ bank balances as of the effective date of the new rates 

approved in this case based upon a 12-month amortization to be accomplished through a 

temporary tariff rider. Finally, AEPCO also requests that any carbon taxes, C02 Cap and 

Trade Allowances or similar levies, if any, mandated in the f&ure be allowed to be 

recovered through the PPFAC. 

~~ 

See Commission Decision Nos. 68071, Finding 36 and page 16, lines 16-18, and 72055, page 17, lines 15-18. 
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1 Q. Does this conclude your direct testimony? 

2 A. Yes,itdoes. 
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I REPORT OF INDEPENDENT AUDITORS 

To the Board of Directors 
Arizona Electric Power Cooperative, Inc. 

We have audited the accompanying balance sheets of Arizona Electric Power Cooperative, Inc. (the 
Cooperative) as of December 31, 2011 and 2010 and the related statements of revenues and expenses and 
unallocated accumulated margins and cash flows for the years then ended. These financial statements are the 
responsibility of the Cooperative’s management. Our responsibility is to express an opinion on these financial 
statements based on our audits. 

We conducted our audits in accordance with auditing standards generally accepted in the United States of 
America and the standards applicable to financial audits contained in Government Auditing Standards, issued 
by the Comptroller General of the United States. Those standards require that we plan and perform the audits 
to obtain reasonable assurance about whether the financial statements are free of material misstatement. An 
audit includes consideration of internal control over financial reporting as a basis for designing audit 
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the 
effectiveness of the Cooperative’s internal control over financial reporting. Accordingly, we express no such 
opinion. An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in 
the financial statements, assessing the accounting principles used and the significant estimates made by 
management, as well as evaluating the overall financial statement presentation. We believe that our audits 
provide a reasonable basis for our opinion. 

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial 
position of the Cooperative as of December 31,2011 and 2010 and the results of its operations and cash flows 
for the years then ended in conformity with accounting principles generally accepted in the United States of 
America. 

In accordance with Government Auditing Standards, we have also issued a report dated April 23,2012 on our 
consideration of the Cooperative’s internal control over financial reporting and our tests of i t s  compliance 
with certain provisions of laws, regulations, contracts and grant agreements, and other matters. The purpose 
of that report is to describe the scope of our testing of internal control over financial reporting and 
compliance and the results of that testing and not to provide an opinion on the internal control over financial 
reporting or on compliance. That report is an integral part of an audit performed in accordance with 
GovernmentAuditing Standards and should be considered in assessing the results of our audit. 

Portland, Oregon 
April 23,2012 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
BALANCE SHEETS 

ASSETS 

December 31, 
2011 2010 

UTILITY PLANT 
Plant in service 
Construction work in progress 

Total utility plant 
Less accumulated depreciation 

Utility plant, net 

INVESTMENTS 
Restricted held to maturity 
Unrestricted 

Total investments 

CURRENT ASSETS 
Cash and cash equivalents 

General unrestricted 
Restricted 

Accounts receivable 
Accumulated under-recovered fuel and 

purchased power costs 
Inventories, at average cost 

Coal and natural gas 
Materials and supplies 

Prepayments and other current assets 
Notes receivable 

Total current assets 

DEFERRED DEBITS 

TOTAL ASSETS 

$ 455,242,525 $ 441,083,929 
4,164,264 6,046,206 

459,406,789 447,130,135 
2 16,747,033 211,537,129 

242,659,756 235,593,006 

11,519,818 9,205,654 
8,629,325 8,352,620 

20,149,143 17,5 5 8,2 74 

1,969,699 11,839,090 
24,349,037 907,035 
15,162,903 16,623,776 

886,798 

22,224,114 26,305,516 
8,791,547 8,360,203 
1,67 2,883 1,383,436 

269,446 300,000 

7 5,32 6,42 7 65,719,056 

11,990,085 10,472,055 

$ 350,125,411 $ 329,342,391 

2 See accompanying notes. 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
BALANCE SHEETS 

MEMBERSHIP CAPITAL AND LIABILITIES 

December 31, 
2011 2010 

MEMBERSHIP CAPITAL 
Membership fees 
Patronage capital 
Unallocated accumulated margins 

Total membership capital 

LONG-TERM DEBT 
Federal Financing Bank 
Cooperative Utility Trust 
Solid Waste Disposal Revenue bonds 
Cooperative Finance Corporation 
Capital lease obligation 

Total long-term debt 

CURRENT LIAB I LIT1 ES 
Member advances and other investments 
Current maturities of capital lease obligation 
Current maturities of long-term debt 
Accounts payable 
Accrued property and business taxes 
Accrued interest 
Accumulated over-recovered fuel and 

Other 
purchase power costs 

Total current liabilities 

ASSET RETIREMENT OBLIGATIONS 

DEFERRED CREDITS 

TOTAL MEMBERSHIP CAPITAL AND LIABILITIES 

$ 430 $ 430 
94,018,120 84,5 14,564 

1,855,198 9,503,556 

95,873,748 94,018,5 50 

148,379,199 136,802,687 
15,110,140 

1 2 3  10,3 45 13,484,574 
16,5 3 0,3 5 0 22,464,067 

1,075,072 2,563,182 

178,794,966 190,424,650 

9,310,126 
1,488,110 

47,756,484 
9,733,890 
1,469,864 
2,666,891 

306,082 

72,731,447 

2,472,291 

252,959 

14,526,493 
1,525,247 
7,506,642 

10,868,572 
1,705,992 
2,586,149 

2,370,303 
1,046,580 

42,135,978 

2,172,974 

590,239 

$ 350,125,411 $ 329,342,391 

See accompanying notes. 3 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
STATEMENTS OF REVENUES AND EXPENSES AND 
UNALLOCATED ACCUMULATED MARGINS 

Years Ended December 31, 
2011 2010 

OPERATING REVENUES 

Members 
Sales of electric energy 

Class A - Firm 
Class B 
Class D 
Under-recovery of fuel and purchase power costs 

Nonmembers 
Other, net 

Total operating revenues 

OPERATING EXPENSES 
Power generation 

Fuel 
Operation 
Maintenance 

Purchased power and interchange 
Administration and general 
Depreciation, amortization, and accretion 
Transmission 
Property and other taxes 

Total operating expenses 

OPERATING MARGIN 

Interest and interest related expenses, net 
Other, net 

NET MARGIN 

UNALLOCATED ACCUMULATED MARGINS, 
beginning of year 

PATRONAGE CAPITAL ALLOCATION 

UNALLOCATED ACCUMULATED MARGINS, 
end of year 

$ 154,782,715 $ 120,562,010 
34,509,885 

1,046,595 1,169,349 
3,567,157 40,754,710 
6,867,065 7,742,869 
3,4 04,7 9 8 2,638,256 

169,668,330 

77,797,324 
10,129,322 
17,240,785 
19,866,2 6 7 
10,886,484 
10,104,945 
9,501,241 
2,443,469 

207,377,079 

82,556,366 
10,720,537 
19,100,709 
33,333,669 
11,126,741 
9,502,433 

18,554,833 
2,796,317 

157,969,837 187,691,605 

11,698,493 19,685,474 

(1 1,007,085) (1 1,591,755) 
1,409,837 1,163,790 

1,855,198 9,503,556 

9,503,556 9,956,925 

(9,503,556) (9,956,925) 

$ 1,855,198 $ 9,503,556 

4 See accomDanving notes. 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
STATEMENTS OF CASH FLOWS 

Years Ended December 31, 
2011 2010 

CASH FLOWS FROM OPERATING ACTIVITIES 
Net margin 
Adjustments to reconcile net margin to net cash from 

operating activities 
Depreciation and amortization 
Amortization of deferred charges 
Amortization of other deferred credits 
Patronage capital allocations 
Accretion of' asset retirement obligations 
Changes in assets and liabilities 

Accounts and notes receivable 
Accumulated under-recovered fuel and 

purchased power costs 
Inventories 
Prepayments and other current assets 
Deferred debits 
Accounts payable 
Accrued interest 
Accumulated over-recovered fuel and 

Accrued property and business taxes and other 
purchased power costs 

Net cash from operating activities 

CASH FLOWS FROM INVESTING ACTIVITIES 
Construction expenditures, net 
Purchases and redemptions of investments, net 

Net cash from investing activities 

CASH FLOWS FROM FINANCING ACTIVITIES 
Member advances and other investments, net 
Proceeds from long-term debt 
Line of credit activity, net 
Payments on long-term debt and capital lease obligation 

Net cash from financing activities 

$ 1,855,198 $ 9,503,556 

9,951,210 9,367,223 
67,918 77,989 

(337,280) (337,280) 
(167,675) (157,885) 

135,210 153,735 

1,491,427 33,489 

(886,798) 4,710.23 1 
3,650,058 9,064,419 
(289,447) (85,13 5) 

(1,585,948) 533,694 
(1,134,682) (5,734,058) 

80,742 1,886,177 

(2,3 7 0,3 03) 2,370,303 
(976,626) 205,909 

9,501,529 31,573,842 

(16,872,378) (18,536,384) 
(2,423,194) (1,451,938) 

(19,295,572) (19,988,3 22) 

(5,2 16,367) (4,298,162) 
55,789,411 31,750,360 

(10,700,000) 
(27,206,390) (17,830,078) 

23,366,654 (1,077,880) 

See accomDanvinpr notes. 5 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
STATEMENTS OF CASH FLOWS 

Years Ended December 31, 
2011 2010 

CHANGE IN CASH AND CASH EQUIVALENTS 

CASH AND CASH EQUIVALENTS, beginning of year 

CASH AND CASH EQUIVALENTS, end ofyear 

$ 13,572,611 $ 10,507,640 

12,746,125 2,238,485 

$ 26,318,736 $ 12,746,125 

SUPPLEMENTAL DISCLOSURE OF CASH FLOW 
INFORMATION 

Cash paid for interest, net of amount capitalized $ 10,858,425 $ 9,627,589 
Noncash investing activities 

Liabilities incurred for asset retirement obligations $ 145,582 $ 136,569 

6 See accomDanvina notes. 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 1 - Organization 

Arizona Electric Power Cooperative, Inc. (the Cooperative or AEPCO) is a member owned, nonprofit 
Arizona rural electric generation cooperative organized in 1961 to provide wholesale electric power to 
its member distribution cooperatives, municipalities and other customers. 

Membership of the Cooperative is restricted to electric utilities. The Cooperative has four classes of 
members. Class A members consist of three distribution cooperatives with all requirements contracts 
and three distribution cooperatives with partial requirements contracts. Currently there are no Class B 
or C members. There is one Class D member, representing electric utilities other than Class A, B or C 
with a written agreement for power and/or energy and/or substantial service, represented jointly by 
one director. Class A, Class E, Class C and Class D members are collectively referred to herein as 
members. 

Note 2 - Summary of Significant Accounting Policies 

System of accounts - The Cooperative maintains its accounts in accordance with policies and 
procedures as prescribed by the Rural Utilities Service (RUS) in conformity with the Uniform System of 
Accounts. The Cooperative’s accounting policies conform to accounting principles generally accepted in 
the United States of America as applied in the case of regulated public utilities and are in accordance 
with the accounting requirements and rate-making practices of the RUS and the Arizona Corporation 
Commission (ACC), the regulatory authorities having jurisdiction. 

Accounting for the effects of regulation - Due to the regulation of its rates by the ACC, the Cooperative 
prepares its financial statements in accordance with Regulated Operations. This accounting requires a 
cost-based, regulated enterprise to recognize revenues and expenses in the time periods when the 
revenues and expenses are included in rates. This may result in regulatory assets and liabilities until 
such time that the related revenues and expenses are included in rates. 

Utility plant - Utility plant, consisting primarily of coal and natural gas electric generation facilities, is 
stated at  historical cost and includes the costs of outside contractors, direct labor and materials, 
allocable overhead and interest charged during construction. 

In accordance with the Uniform System of Accounts, the Cooperative capitalizes the interest costs 
associated with the borrowing of funds used to finance construction work in progress (CWIP). Interest 
income from construction funds held in trust, if any, is credited to CWIP. Interest costs capitalized on 
construction projects was approximately $28,000 and $16,000 for 2011 and 2010, respectively. 

Depreciation is computed on the straight-line basis over estimated useful lives of depreciable property 
in accordance with rates prescribed by RUS, averaging 2.20% in 2011 and 2010. Minor replacements 
and repairs are charged to expense as incurred. When utility plant is retired, sold, or otherwise disposed 
of, the original cost plus the cost of removal less salvage value is charged to accumulated depreciation 
and the corresponding gain or loss is amortized over the remaining life of plant 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 2 - Summary of Significant Accounting Policies (continued) 

The Cooperative assesses its long-lived assets for impairment whenever events or changes in 
circumstances indicate that the carrying amount may not be recoverable. If the fair value is less than the 
carrying amount of the asset, a loss is recognized for the difference. The Cooperative has not recorded 
any losses resulting from impairment of its long-lived assets. 

Asset retirement obligations - Accounting standards require the recognition of an Asset Retirement 
Obligation (ARO), measured at  estimated fair value, for legal obligations related to decommissioning and 
restoration costs associated with the retirement of tangible long-lived assets in the period in which the 
liability is incurred. The initial capitalized asset retirement costs are depreciated over the life of the 
related asset, with accretion of the ARO liability classified as an operating expense. 

Investments - The Cooperative accounts for its investments in accordance with accounting for certain 
investments in debt and equity securities. This accounting provides that the Cooperative classify 
investments in securities as either trading securities, held-to-maturity securities or available-for-sale 
securities. At December 31, 2011 and 2010, all investment balances were classified as held-to-maturity 
securities and are therefore recorded at amortized cost (see Note 3). 

' 

A decline in the market value of held-to-maturity securities below cost that is deemed to be other-than- 
temporary results in a reduction in carrying amount to fair value. The impairment is charged to margins 
and a new cost basis for the security is established. To determine whether an impairment is other-than- 
temporary, the Cooperative considers whether it has the ability and intent to hold the investment until a 
market price recovery and considers whether evidence indicating the cost of the investment is 
recoverable outweighs evidence to the contrary. Evidence considered in this assessment includes the 
reasons for the impairment, the severity and duration of the impairment, changes in value subsequent to 
year end and forecasted performance of the investee. Management does not believe the investments are 
impaired as of December 31,2011. 

Cash equivalents - The Cooperative considers all investments with an original maturity of 90 days or 
less to be cash equivalents. The Cooperative maintains its cash in bank accounts, which, a t  times, exceed 
federally insured limits and has not experienced any losses in such accounts. 

Receivables - Receivables are recorded when invoices are issued and are written off when they are 
determined to be uncollectible. The allowance for doubtful accounts is estimated based on historical 
losses, review of specific problem accounts, the existing economic conditions in the industry and the 
financial stability of customers. Generally, accounts receivable are considered past due after 30 days. No 
allowance was deemed necessary at  December 31,2011 and 2010. 

Inventories - Inventories, consisting of coal, natural gas and materials and supplies, are carried at 
average cost 

8 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 2 - Summary of Significant Accounting Policies (continued) 

Deferred debits and credits - Deferred debits and credits are recorded at cost and either: 
(1) amortized over their expected period of benefit or alternate period of time as may be mandated by 
ACC order, if different, or (2) eliminated upon determination of their ultimate disposition. 

Unamortized debt costs - Costs incurred for the issuance or repricing of long-term debt are deferred 
and amortized over the life of the related debt (see Note 7). 

Overhaul costs - The Cooperative accounts for major and minor overhauls using the deferral method. 
Accordingly, incurred overhaul costs are deferred and amortized over the overhaul benefit period, 
generally two years for minor overhauls and six years for major overhauls. For those minor overhauls 
effective 2012 and thereafter, the benefit period will be three years. The frequency of overhauls is based 
on the operating characteristics and operating profiles of each generating unit (see Note 7). 

Revenues, purchased power, and fuel costs - Revenues are recognized as electric power and other 
energy service products are delivered at  rates approved by the ACC. Purchased power and fuel costs are 
charged to expense as incurred. 

In its April 15, 2005 rate order, the ACC approved a fuel and purchased power cost adjustor (the 
adjustor) for the Cooperative. The adjustor enables the Cooperative to accumulate its over and under 
collection of fuel and purchased power costs and subsequently, as approved by the ACC, refund or 
collect from i t s  members the amount of over and under collection of fuel and purchased power costs. 
Such amounts are recorded as revenue in the period the costs are incurred. The adjustor terminated on 
December 31,2010. 

In its January 6,2011 rate order, the ACC approved a new purchased power and fuel cost adjustor (the 
adjustor) for the Cooperative and approved a tariff rider to refund the over-collected balances as of 
December 31,2010, for the previous adjustor. Starting on January 1,2011, the new adjustor enables the 
Cooperative to accumulate its over and under collection of fuel and purchased power costs and 
subsequently, as approved by the ACC, refund or collect from its members the amount of over and under 
collection of fuel and purchased power costs. Such amounts are recorded as revenue in the period the 
costs are incurred. 

Fair value of financial instruments - Many of the Cooperative’s financial instruments lack an available 
trading market as characterized by a willing buyer and willing seller engaged in an exchange 
transaction. The Cooperative’s general practice and intent is to hold its financial instruments to maturity 
and not to engage in trading or sales activities. As a result, significant estimations using the best 
available information and present value calculations are used by the Cooperative for purpose of 
disclosure. For current financial instruments, the carrying amounts approximate fair value. 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 2 - Summary of Significant Accounting Policies (continued) 

Use of estimates - The preparation of financial statements in conformity with generally accepted 
accounting principles requires management to make estimates and assumptions that affect the reported 
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the 
financial statements and the reported amounts of revenues and expenses during the reporting period. 
Significant estimates include the adjustor, depreciation, asset retirement obligation and overhaul 
amortization. Actual results could differ from these estimates. 

Subsequent events - Accounting standards requires disclosure of the date through which subsequent 
events have been evaluated, as well as whether the date is the date the financial statements were issued 
or the date the financial statements were available to be issued. The Cooperative has evaluated 
subsequent events through April 23,2012, the date the financial statements were available to be issued. 

Note 3 - Investments 

Investments at December 31 consist of the following: 

2011 

Amortized Cost Unrealized Gain Fair Value 

Restricted - municipal bonds $ 2,951,797 $ 173,296 .$ 3,125,093 
Restricted -term certificates 8,568,021 8,568,02 1 
Investment in associated organizations 4,153,378 4,153,378 
Patronage capital 4,475,947 4,475,947 

Total !$ 20,149,143 $ 173,296 $ 20,322,439 

2010 

Amortized Cost Unrealized Loss Fair Value 

Restricted - municipal bonds $ 2,951,797 $ (11,753) $ 2,940,044 
Restricted - term certificates 6,253,85 7 6,253,857 
Investment in associated organizations 3,963,837 3,963,837 
Patronage capital 4,388,783 4,388,783 

Total $ 17,558,274 $ (11,753) $ 17,546,521 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 3 - Investments (continued) 

Contractual maturities of restricted investments a t  December 31 are as follows: 

2011 2010 
cost Fair Value cost Fair Value 

Due from one year to 
five years $ 1,886,957 $ 1,886,957 $ 2,889,829 $ 2,889,829 

Due from six years to 
ten years 3,344,036 3,344,036 

Due after ten years 6,288,825 6,46 2,12 1 6,315,825 6,304,072 

Municipal bonds - As a condition of National Rural Utilities Cooperative Finance Corporation’s (CFC) 
guarantee of the Solid Waste Disposal Revenue Bonds (see Note 8), the Cooperative purchased a non- 
interest bearing Debt Service Reserve Certificate (the certificate) maturing in 2024 upon final payment 
of the debt. The proceeds of the certificate are held by CFC in a Debt Service Reserve Fund (DSRF). The 
investments include two municipal bonds for approximately $959,000 and $1,940,000, which bear 
interest at  3.45% and 3.55% per annum, respectively. 

Term certificates - The Cooperative is a member of CFC, a not-for-profit cooperative financing 
institution. As a condition of membership, the Cooperative purchased Subscription Capital Term 
Certificates (SCTCs). The SCTCs, totaling $2,759,517 at December 31, 2011 and 2010, bear interest at 
5.00% per annum and have maturity dates ranging from 2070 to 2080. 

As a condition of the Solid Waste Disposal Revenue Bonds (see Note 8), which are guaranteed by CFC, 
the Cooperative purchased a Subordinated Term Certificate (STC). The STC, totaling $630,000 and 
$657,000 at  December 31,2011 and 2010, respectively, bears interest at  7.57% per annum and matures 
in full in 2024 upon final payment of the related debt. 

As a condition of the long-term debt due CFC (see Note 8), the Cooperative purchased Zero Term 
Certificates (ZTCs). ZTCs totaling $1,819,403 purchased in 2010 bear interest at 3.68% per annum and 
mature in 2012. One ZTC, totaling $15,065 as of December 31, 2011 and 2010, is non-interest bearing 
and matures in 2013. Other ZTCs totaling $3,344,036 purchased in 2011 bear interest at  3.04% per 
annum and mature in 2018. 

The SCTCs, STC, and ZTCs are unrated, uncollateralized debt securities of CFC. 

Investment in associated organizations - The Cooperative is a member of Sierra Southwest 
Cooperative Services, Inc. (Sierra). The Cooperative’s investment in Sierra is carried at cost (see 
Note 17). 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 3 - Investments (continued) 

In December 2006, the Cooperative became an equity member of Alliance for Cooperative Energy 
Services Power Marketing LLC (ACES). The Cooperative’s investment in ACES is accounted for under the 
cost method of accounting. 

In November 2011, the Cooperative invested $195,000 in the capital of Grand Canyon State Electric 
Cooperative Association (GCSECA). The Cooperative‘s investment in GCSECA is accounted for under the 
cost method of accounting. 

Patronage capital - Patronage capital represents capital credit allocation of margins due to the 
Cooperative. Such amounts are returned to the Cooperative in accordance with the associated 
organization’s bylaws and/or at  their discretion. Of this balance, $3.7 million represents patronage 
allocations from Southwest Transmission Cooperative (see Note 17). 

Municipal bonds are valued based on quoted market prices for those or similar investments. The fair 
value of term certificates, investment in associated organizations, and patronage capital is not readily 
determinable; therefore, they are recorded at  cost. 

Note 4 - Restricted Cash and Cash Equivalents 

Restricted cash and cash equivalents at December 31 consist of the following: 

2011 2010 

Rural economic development revolving loan program 
(see Note 6) $ 220,409 $ 179,848 

Other deposits on account 24,128,6 2 8 727,187 

Total restricted cash and cash equivalents $ 24,349,037 $ 907,035 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

~ 

Note 5 - Accounts Receivable 

Accounts receivable at  December 31 consist of the following: 

2011 2010 

Member energy sales 
Nonmember energy sales 
Other 

$ 13,491,300 $ 15,666,624 
872,988 516,007 
798,615 441,145 

Total accounts receivable $ 15,162,903 $ 16,623,776 

Member energy sales - Member energy sales consist of sales to members under their wholesale power 
sales contracts (see Note 11 - Member Power Sales Contracts) and generally are not collateralized. 

Nonmember energy sales - Nonmember energy sales consist of nonfirm sales to unrelated electric 
utilities and are generally not collateralized. 

Note 6 - Notes Receivable 

In 1998, the Cooperative was awarded a $400,000 Rural Utilities Service Rural Economic Development 
Grant. The Cooperative contributed matching funds in the amount of $80,000. In accordance with grant 
guidelines, initial loans made to qualifying recipients at  a zero interest rate were repaid over a ten-year 
period. The loan repayments were used to establish a revolving loan fund, which in turn, is used for 
providing loans to foster rural economic development. Loans made from repayments of the initial loans 
may carry an interest rate. In November 2010, the Cooperative issued a new loan in the amount of 
$300,000 at  an interest rate of 3.00%. As of December 31,2011 and 2010, the Cooperative has $220,000 
and $180,000, respectively, of cash and cash equivalents restricted for use in this program (see Note 4). 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 7 - Deferred Debits 

Deferred debits at  December 31 consist of the following: 

Deferred overhaul costs 
Unamortized debt costs 
Preliminary survey and investigation and 

Redemption premium (see Note 8) 
other deferred debits 

Total deferred debits 

2011 2010 

$ 11,188,576 $ 9,603,100 
159,901 209,675 

520,643 520,171 
120,965 139,109 

$ 11,990,085 $ 10,472,055 

Note 8 - LongTerm Debt 

Federal Financing Bank (FFB) - Long-term debt due FFB is payable at  interest rates based on long- 
term obligations of the United States Government as determined on the date of advance. Interest rates 
on existing FFB debt range from 2.68% to 9.08% and from 2.95% to 9.08% for December 31,2011 and 
2010, respectively. Quarterly principal and interest installments on these obligations extend through 
2035. The obligations are guaranteed by RUS. The Cooperative may prepay all outstanding notes by 
paying the principal amount plus either 1) the difference between the outstanding principal balance of 
the loan being refinanced and the present value of the loan discounted at  a rate equal to the then current 
cost of funds to the Department of the Treasury for obligations of comparable maturity; 2) 100% of the 
amount of interest for one year on the outstanding principal balance of the loan being refinanced 
multiplied by the ratio of a) number of quarterly payment dates remaining to maturity bears to 
b) number or quarterly payment dates between year 13  of the loan and the maturity date; or 3) present 
value of 100% of the amount of interest for one year on the outstanding principal balance of the loan. In 
early 2012, $10,643,000 in additional advances were drawn. 

Cooperative Utility Trust - The Cooperative issued a note, underlying a Certificate of Beneficial 
Interests (the Certificate), to a Cooperative Utility Trust Principal payments on the note are due 
annually through 2018 and guaranteed by RUS. The interest rate on the note is 7.70%, paid 
semiannually. The note may be prepaid any time after September 1,2006 at  103.50% of the outstanding 
principal amount of the note on the date of prepayment, declining one half percent per year to 100% 
beginning September 1, 2013 and thereafter. This note was prepaid in full in February 2012 and the 
entire amount outstanding at  December 31,2011 is classified in current maturities of long-term debt 

Solid Waste Disposal Revenue bonds - Principal on these bonds is due in annual installments through 
2024. Interest rates on the bonds are variable and subject to revision semiannually. The interest rate in 
effect at December 31,2011 and 2010 was 1.00% and 1.24%, respectively. Interest is paid semiannually. 
These bonds are guaranteed by CFC and are not subject to optional redemption prior to maturity. 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 8 - Long-Term Debt (continued) 

Rural Utilities Service - RUS established a Cushion of Credit Payment Program, whereby borrowers 
may make advance payments on their RUS and FFB notes (Notes). These advance payments earn 
interest at  the rate of 5.00% per annum. The advance payments, plus any accrued interest, can only be 
used for the payment of principal and interest on the Notes. The Cooperative’s participation in the 
Cushion of Credit Payment Program totaled approximately $65,000 and $1,528,000 at  December 31, 
2011 and 2010, respectively, and is recorded as a reduction of RUS long-term debt on the balance 
sheets. 

Cooperative Finance Corporation - Long-term debt due CFC is payable at fixed rates ranging from 
2.95% to 4.60% and variable interest rate that is established monthly and effective on the first day of 
each month. The variable interest rate in effect at December 31,2011 and 2010 was 3.20% and 4.95%, 
respectively. Quarterly principal and interest payments on these obligations extend through 2018 and 
are guaranteed by RUS. The variable interest rate on the debt is convertible to a fixed rate. The fixed rate 
would be equal to the rate of interest offered by CFC at the time of the conversion request. The 
Cooperative may prepay fixed rate notes in whole or in part, subject to a prepayment premium 
prescribed by CFC. 

Maturities of long-term debt - Maturities of long-term debt for the next five years and thereafter are 
as follows: 

2012 
2013 
2014 
2015 
2016 
Thereafter 

$ 47,756,484 
9,288,772 
9,695,422 

10,215,197 
10,575,343 

137,945,160 

$ 225.476.378 

Under covenants of the Consolidated Mortgage and Security Agreement (Mortgage), dated 
June 14,1989, by and among the Cooperative, CFC and the United States of America acting through RUS, 
and RUS general and preloan policies and procedures, the Cooperative must, among other things, obtain 
approvals from both RUS and CFC for certain transactions and contracts and design its rates with a view 
to maintaining, on an annual basis, an average times interest earned ratio of 1.05 and debt servke 
coverage ratio of 1.0 calculated retrospectively using the highest ratios from two of the three most 
recent years. Management believes these financial covenants have been achieved as of December 31, 
2011. 

Long-term debt is collateralized by the pledge of all assets through the Mortgage. 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 8 - LongTerm Debt (continued) 

The fair value of the Cooperative’s long-term debt is estimated by discounting the future cash flows 
required under the terms of each respective debt agreement by the currently quoted or offered rates for 
the same or simiiar issues of debt with similar maturities. The principal amounts of variable rate debt 
are considered reasonable estimates of their fair value. The fair value of debt at December 31,2011 and 
2010 was $248,254,214 and $214,675,274, respectively. 

Components of interest expense at  December 31 consist of the following: 

2011 2010 

Total interest costs and related amortization $ 11,034,749 $ 11,607,569 
Interest capitalized (2 7,6 64) (15,814) 

Total interest expense $ 11,007,085 $ 11,591,755 

Note 9 - Member Advances and Other Investments 

Member investment program - The Cooperative offers all members the ability to invest funds with the 
Cooperative on a short-term basis for periods of up to nine months. The Cooperative had recorded 
liabilities for notes of $3,721,518 and $9,747,027 at  December 31, 2011 and 2010, respectively. The 
interest rate on these notes averaged .38% and .43% in 2011 and 2010, respectively. Interest expense 
on these notes was approximately $2,000 and $49,000 for the years ended December 31, 2011 and 
2010, respectively. 

Prepaid power program - The Cooperative also offers a program for all members whereby the 
members may make interest-bearing prepayments of their monthly power billings. The prepayment and 
accrued interest are applied to the members’ power billings on the date such billings become due. The 
Cooperative recorded liabilities for prepayments of $5,222,140 and $4,300,991 at December 31, 2011 
and 2010, respectively. The interest rate on these prepayments averaged .51% and -84% in 2011 and 
2010, respectively. Interest expense on these prepayments was approximately $4,000 and $37,000 for 
the years ended December 31,2011 and 2010, respectively. 

Note 10 - Deferred Credits 

Customer advance payments - In 1987, the Cooperative entered into a long-term power sale 
agreement with a nonmember customer for an initial term of 25 years. The customer made advance 
payments for demand charges under this agreement totaling $8,432,000. The advance payments are 
being amortized as revenue on a straight-line basis over the term of the agreement. 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 11 - Commitments and Contingencies 

Class A Member power sales contracts - Wholesale power sales contracts - The Cooperative holds 
all requirements wholesale power sales contracts with three of its six Class A member cooperatives 
pursuant to which each Class A member agrees to purchase from the Cooperative all of its electric power 
requirements. These all requirements power contracts expire December 31, 2035, and will remain in 
effect thereafter until terminated by either party upon six months notice. Management believes the 
Cooperative will be able to fulfill its requirements on these long-term contracts. One Class A all 
requirements member became a partial requirements member effective January 1,2011. 

Class A Member power sales contracts - Partial requirements wholesale power agreements - The 
Cooperative holds partial requirements wholesale power sales contracts, expiring December 31, 2035, 
with three of its Class A member cooperatives pursuant to which the Class A members have agreed to 
purchase from the Cooperative electric energy and capacity up to the member’s allocated capacity 
percentage in the Cooperative’s total resources existing at  the time of execution of the contract. One 
Class A member cooperative that was an all requirements member for 2010 became a partial 
requirements member effective January 1,2011. 

Class B and Class C Member power sales contracts - There are no Class B or C member contracts at 
December 31,2011. 

Class D Member power sales contract - Class D membership requires the member to enter into a 
service contract for scheduling and trading services for a minimum term of 2 years. The service contract 
with the Cooperative’s Class D member is renewed annually until terminated by either party upon a six 
months written notice. 

Nonmember power and service sales agreements - The Cooperative holds three nonmember 
scheduling and trading service agreements that have a six-month termination notice, two scheduling 
and trading service agreements with 90-day termination notices, a nonmember power sales agreement 
of 8 MW, which expires on September 30, 2012, and a nonmember scheduling and energy trading 
agreement with an initial term through September 30, 2016, which continues thereafter until 
terminated by either party upon a two (2) year written notice. 

Wholesale power purchase contracts - The Cooperative’s current power supply includes the 
following purchase power agreements: 

Hydroelectric power purchases from Western Area Power Administration (Western), a federal 
power marketing agency. Under the terms of its Salt Lake City Integrated Project (formerly Colorado 
River Storage Project) contract, which expires September 30, 2024, the Cooperative can receive up 
to 2.4 MW during October through March and up to 11.7 MW during April through September for 
service to its Class A members. Additionally, under the terms of a contract with the Parker Davis 
Project, which expires September 30,2028, the Cooperative receives 18.3 MW during October 
through February and 23.6 MW during March through September. 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 11 - Commitments and Contingencies (continued) 

Power purchase agreement with South Point Energy Center to purchase capacity and energy in Peak 
Hours, 7 days a week, 16 hours a day with day ahead call option, ranging from 30 MW to 55 MW 
during the months of May through October for the term of the agreement which began on May 1, 
2008 and expires October 31,2014. 
Power purchase agreement with Griffith Energy, LLC, an LS Power subsidiary, to purchase capacity 
and energy in Peak Hours of 25 MW, 6 days a week, 16 hours a day, with day ahead call option 
during the months of May through October for the term of the agreement which begins on May 1, 
2008 and expires October 31,2014. 

Network service agreement (Class A) - The Cooperative holds an agreement with Southwest 
Transmission Cooperative, Inc. (SWTC) for network integration transmission service for delivery of its 
power sales to the Cooperative’s all requirements Class A members. This agreement remains in effect as 
long as any existing wholesale power contract between the Cooperative and any of the all requirements 
Class A members remains in effect (see Note 17). 

Bundled transmission service agreements - The Cooperative holds an agreement with SWTC for 
point-to-point transmission for the Cooperative’s nonmember bundled power sales agreements. This 
agreement provides for reserved transmission capacity of 8 MW. I t  remains in effect so long as the 
power sale agreement is in effect (see Note 17). 

Wholesale transmission contracts - The Cooperative holds separate agreements by which it takes 
transmission services from other entities totaling 182 MW, which will remain in effect in accordance 
with each respective service agreement. Beginning January 1, 2011, the Cooperative increased its 
transmission service with SWTC from 40 to 90 MW. The Cooperative uses these agreements to take 
delivery of power from certain of its power purchase agreements and from the wholesale power market. 
In the opinion of management, the Cooperative will be able to continue to use these contracts to provide 
service to the Class A members in accordance with their agreements. 

Rate filing application - On October 1, 2009, the Cooperative filed an application for rate relief 
requesting new rates to become effective on January 1,201 1 and the continuance of the Cooperative’s 
fuel and purchased power cost adjustor. On January 6, 2011, the Arizona Corporation Commission 
issued a decision approving a 0.70% decrease in revenues and authorizing new rate tariffs and a 
purchased power and fuel adjustment clause which became effective on January 1,2011. 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES T O  FINANCIAL STATEMENTS 

Note 11 - Commitments and Contingencies (continued) 

California power sales - Calgornia refunds - In response to complaints about high prevailing prices 
for wholesale electricity sold in markets operated by the IS0 and the CPX, the FERC instituted a 
proceeding under section 206 of the Federal Power Act (FPA) to determine whether rates in those 
markets were just and reasonable. It later determined that prices charged in those markets between 
October 2, 2000 and June 20, 2001 (regular refund period) exceeded a just and reasonable level. The 
Cooperative stopped selling into the California markets in early January 2001. On July 25, 2001, the 
FERC ordered refunds for the regular refund period from all sellers, including government utilities and 
the Cooperative, the only electric cooperative involved, which are otherwise exempt from its regulatory 
jurisdiction. Government entities and the Cooperative appealed the FERC’s decision to the 9th Circuit 
Court of Appeals, which ruled on September 6, 2005, in Bonneville Power Administration v. FERC, that 
FERC does not have jurisdiction over wholesale energy sales made by government entities and by non- 
public utilities and cannot order those entities to make refunds. That decision is now final. In other 
decisions, the 9th Circuit Court of Appeals ordered FERC to give further consideration whether to order 
refunds for the period from May 1,2000 through October 1,2000 (the summer refund period), based on 
grounds other than FPA section 206(b). FERC‘s consideration of that matter is ongoing. 

Following the jurisdictional ruling in the 9th Circuit Court of Appeals, some California investor-owned 
utilities and the California Electricity Oversight Board [California Parties) filed lawsuits in March 2006 
in federal district court seeking contract-based refunds and other relief for the regular and summer 
refund periods against the non-jurisdictional entities including the Cooperative. These suits were 
dismissed for lack of subject matter jurisdiction, and refiled in California State court, specifically, the 
Superior Court for the County of Los Angeles. This case was thereafter dismissed as to the Cooperative, 
without prejudice. Both AEPCO and the California Parties filed appeals. The Court of Appeal dismissed 
the Cooperative’s appeal and later, in May 2010, granted the California Parties’ appeal, reviving the 
litigation. After AEPCO’s appeal to the California Supreme Court was denied, the matter was returned to 
the Los Angeles Superior Court and later set for trial on April 23,2012. On March 21, 2012, the parties 
reached an agreement to settle claims currently pending in the Los Angeles County Superior Court, the 
9th Circuit Court of Appeals and FERC. The settlement covers both the regular and summer refund 
periods. Finalization and approval of the settlement is anticipated to occur later in 2012. 

Fuel procurement contracts - Coal supply agreements - To ensure an adequate fuel supply, the 
Cooperative enters into various long-term fuel contracts. At December 31,2011, these contracts consist 
Of: 

A spot purchase agreement consisting of two trainloads of coal to be delivered in January and 
February 2012. 
A 10-month agreement, effective March 1, 2012. The terms of the agreement require the 
Cooperative to purchase 393,000 tons during the term of the agreement 
A 9-month agreement, effective April 1,2012. The terms of the agreement require the Cooperative 
to purchase approximately 294,000 tons during the term of the agreement 



ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 11 - Commitments and Contingencies (continued) 

Rail transportation agreement - The Cooperative’s rail transportation contracts expired on 
December 31,2008. Once it was evident new agreements could not be reached, the Cooperative became 
a railroad common carrier customer. As such, all the rights and duties of the Cooperative and the 
railroad are governed by tariffs. Believing the tariff rates unjust, in 2008 the Cooperative filed a 
complaint with the Surface Transportation Board (STB) seeking the establishment of reasonable rates 
and other terms for unit train coal transportation service. 

The STB rendered its decision on November 22,2011 finding in favor ofAEPCO, ordering the defendants 
to pay reparations to the Cooperative for prior shipments and noting that the STB will prescribe the 
maximum lawful transportation rate that the defendants can charge through 2018. The amount of 
reparations due to AEPCO has been appealed by the defendants. As such, the Cooperative has not 
recorded the settlement as of December 31,2011. 

Coal railcar lease agreements - To provide for the shipment of the coal supply, the Cooperative 
entered into lease agreements for the lease of coal railcar trainsets (see Note 15 - Coal Railcar 
Trainsets). 

Coal railcar maintenance agreement - The Cooperative entered into a 10-year railcar maintenance 
service agreement, effective December 17, 2002, for the maintenance of the coal railcar trainset leased 
under the 20-year lease agreement (see Note 15 - Coal Railcar Trainsets). The agreement shall continue 
for successive 12-month terms unless the agreement is cancelled or the last car covered by the 
agreement is released. The Cooperative has leased property at its generating station to the company 
performing the railcar maintenance. The term of the property lease coincides with the railcar 
maintenance agreement 

Personnel staffing agreement - The Cooperative has a personnel staffing agreement with Sierra, 
whereby Sierra provides personnel staffing services for all positions except certain key staff and 
management positions, who are employees of the Cooperative (see Note 17). The personnel staffing 
agreement provides that the Cooperative shall pay for the actual and verifiable costs incurred by Sierra 
for personnel, materials, supplies, and all other direct, indirect, and overhead costs incurred by Sierra in 
carrying out its responsibilities under the personnel staffing agreement. The term of the staffing 
agreement is for five years from August 1, 2006. The agreement is automatically extended for five 
successive years unless terminated by either party no later than two years prior to the conclusion of 
such fifth contract year. Neither the Cooperative nor Sierra gave the two-year advance notice of 
termination, thereby extending the agreement for an additional five-year term. 

Approximately 41% of the personnel employed by Sierra are subject to a collective bargaining 
agreement. Sierra entered into a five-year collective bargaining agreement, effective March 1, 2005. 
Effective March 1,2010 the agreement was extended for another three years. 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 11 - Commitments and Contingencies (continued) 

Office facilities and machinery and equipment lease agreements - The Cooperative has entered into 
lease agreements with Sierra and SWTC, whereby Sierra and SWTC lease the Cooperative’s office 
facilities and substantially all of its nongenerating machinery and equipment (see Notes 15 and 17). 

Natural gas sales agreement - The Cooperative entered into an agreement with Sierra for the 
purchase or sale of natural gas at the then prevailing market price for natural gas. The agreement 
became effective March 17,2003 and was terminated effective September 30,2011. 

Letters of credit - Letters of credit were obtained by the Cooperative from CFC for the purpose of 
providing credit support for a power purchase agreement with Griffith Energy LLC and for a five-year 
lease with Marquette Equipment Financing, respectively. As of December 31, 2011, the remaining 
balances of these letters of credit were $1,653,750 and $118,648, respectively. The letter of credit issued 
to Griffith Energy LLC is subject to annual renewals with the last expiration date not extending past 
January 31,2015. The Marquette Equipment Financing letter of credit was issued on June 5, 2008 with 
an expiration date of March 31,2012. The interest rate, if draws were to occur, will be equal to a fixed 
rate set by CFC, not to exceed the “Prevailing Bank Prime Rate,” as published in the “Money Rates” 
column of the Wall Street Journal, plus one percent per annum. As a condition of the letters of credit, the 
Cooperative is required to remain in compliance with the terms and conditions of the Consolidated 
Mortgage and Security Agreement (see Note 8). 

Lines of credit - The Cooperative maintains a line of credit with CFC maturing June 24, 2014. As of 
December 31,2011, the line of credit was for $25,000,000. The interest rate on advances is equal to the 
total rate per annum as may be fixed by CFC from time to time, which shall not exceed the “Prevailing 
Bank Prime Rate” published in the “Money Rates” column of The Wall Street Journal, plus one percent 
per annum. The bank prime rate at December 31,2011 was 3.25%. 

The Cooperative also maintains a line of credit agreement with CFC for $250,000 as part of its credit 
card program. The agreement remains in effect until terminated by either party with a 90-day written 
notice. No amounts were drawn under this line of credit for the years ended December 31, 2011 and 
2010. 

Capital lease - Capital lease property and the related liabilities are in substance asset purchases. Assets 
and liabilities under capital leases are recorded at  the lesser of the present value of the minimum lease 
payments or the fair value of the assets. The assets are amortized over their related lease terms or their 
estimated useful lives, whichever is less. On December 22, 2005, the Cooperative entered into a master 
lease agreement to finance the purchase and installation of an enterprise resource planning software 
(ERP) system. To finance additional upgrades and enhance features of the ERP system as well as to take 
advantage of improved lease rates, the Cooperative incorporated the initial lease schedules with 
additional funding into a new lease schedule dated June 4,2008. 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 
NOTES TO FINANCIAL STATEMENTS 

Note 11 - Commitments and Contingencies (continued) 

The initial period of the lease is twenty (20) quarters starting April 1, 2009. On June 23, 2009, the 
Cooperative entered into a master lease agreement to finance the purchase and installation of a 
telephone system. The period of the lease is sixty (60) months starting October 1, 2009. Future 
minimum lease payments are as follows: 

2012 
2013 
2014 

Total minimum lease payments 
Less amount representing interest 

Present value of minimum lease payments 
Less current portion 

$ 1,647,655 
997,860 
134,840 

2,780,355 
217,173 

2,563,182 
1,488,110 

$ 1,075,072 

Note 12 - Patronage Capital 

Patronage capital allocation - In accordance with the Cooperative’s bylaws, net margins are accounted 
for on a patronage basis in the following sequence: 

0 Offset prior year’s unallocated accumulated losses. 
Assign to members’ accounts as credits based on specific excesses of revenues over operating costs 
and expenses. 

Patronage capital retirement - RUS mortgage provisions require written approval of any declaration 
or payment of capital credits. These provisions restrict the payment of capital credits to 25% of the 
margins received by the Cooperative in the preceding year, unless total membership capital exceeds 
40% of the total assets of the Cooperative. There were no retirements for 201 1 and 2010. 

Note 13 - Income Tax Status 

The Cooperative is exempt from income taxes under the provisions of Section 501(c)(12) of the Internal 
Revenue Code, except to the extent of unrelated business income, if any. The Cooperative follows FASB 
Accounting Standards Codification (ASC) 740-10, relating to accounting for uncertain tax positions. As of 
December 31, 2011 and 2020, the Cooperative does not have any uncertain tax positions. The 
Cooperative files an exempt organization and unrelated business income tax return in the U.S. federal 
jurisdiction and the states of Arizona, California, North Carolina, New Mexico, and Indiana and is no 
longer subject to examination by taxing authorities before 2008. 
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NOTES TO FINANCIAL STATEMENTS 

Note 14 - Retirement Plans 

The Cooperative has a defined benefit pension plan covering substantially all of its employees. Pension 
benefits are provided through participation in the National Rural Electric Cooperative Association 
(NRECA) Retirement and Security Program. The Cooperative contributes a percentage of salaried and 
union employees’ earnings to the program, as prescribed by NRECA. In response to impacts from the 
economic downturn, the required contribution rate increased significantly in 2010 and was adjusted for 
market conditions in 2011. Contributions made to this plan approximated $331,000 and $466,000 for 
the years ended December 31,2011 and 2010, respectively. The Cooperative’s policy has been to fund 
retirement costs annually as they accrue. 

This multi-employer plan is available to all member cooperatives of NRECA. Information concerning the 
Cooperative’s proportionate share of the excess, if any, of the actuarially computed value of vested 
benefits over the pension plan’s net assets is not available from NRECA, the plan administrator. 

The Cooperative also offers participation in the NRECA SelectRE Pension Plan to all employees meeting 
certain minimum service requirements. This plan has 401(k) salary deferral features. Under this plan, 
the Cooperative matches a percentage of the employees’ contributions to the plan. The Cooperative’s 
contributions to the plan were approximately $29,000 and $60,000 for the years ended December 31, 
2011 and 2010, respectively. 

Note 15 - Operating Leases 

Commercial office building - Effective January 19,2009, the Cooperative entered into a payment and 
cost allocation agreement with Sierra for the sole use of two offices and use of the conference room at 
the Tucson Office Facility. The Cooperative is assessed by Sierra through cost allocation methodology 
17.50% of office facility expenses as defined in the agreement. Rent expense for the lease of the 
commercial office building was approximately $19,000 and $24,000 for the years ended 
December31,2011 and 2010, respectively, and is included in administration and general on the 
accompanying statements of revenues and expenses and unallocated accumulated margins. This 
agreement was terminated September 30,2011. 

Computer equipment - The Cooperative entered into master lease agreements for the lease of 
substantially all the Cooperative’s personal computers and peripheral equipment Individual certificates 
of acceptance [COAs) underlying the master lease agreements are entered into as groups of computers 
and equipment are delivered. The terms of the COAs are for up to four years. Rent expense for the lease 
of the computer equipment was approximately $363,000 and $383,000 for the years ended December 
31, 2011 and 2010, respectively, and is included in administration and general on the accompanying 
statements of revenues and expenses and unallocated accumulated margins. 
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NOTES TO FINANCIAL STATEMENTS 

Note 15 - Operating Leases (continued) 

Coal railcar trainsets - The Cooperative entered into lease agreements for the lease of coal railcar 
trainsets. Lease payments are included as a component of fuel expense. A t  December 31, 2011, these 
lease agreements consist of: 

A 20-year lease agreement, effective December 17, 2002. Lease payments under this agreement 
totaled approximately $400,000 in 2011 and 2010. The Cooperative has the option of canceling this 
agreement effective December 31, 2012 subject to the following: (1) the Cooperative notifies the 
lessor in writing on or before 180 days prior to the effective date of the termination, and (2) the 
Cooperative pays an additional amount of $5,971 per car for each car terminated. 
A 60-month lease agreement, effective November 23,2009. This is a full service lease agreement for 
five railcars to supplement AEPCO’s primary train set. Lease payments under this agreement totaled 
$21,600 in 2011 and 2010. 
A 60-month full service lease agreement for fifteen railcars to supplement AEPCO’s primary train 
set, effective January 20,2012. Annual lease payments under this agreement will total $96,300. 

The following summarizes the future minimum lease payments under operating leases that had initial or 
remaining lease terms in excess of one year at December 31,2011: 

2012 
2013 
2014 
2015 
2016 
Thereafter 

$ 730,520 
627,055 
548,586 
482,240 
473,700 

2,272,425 

$ 5,134,526 

Note 16 - Concentration of Customers and Credit Risk 

Revenue and accounts receivable for the year ended December 31, 2011 included amounts from three 
customers, whom each individually represented more than 10% of the total operating revenue and 
accounts receivable. Revenue from these customers collectively represented approximately 81% of total 
operating revenue for 2011. The amounts owed from these customers collectively represented 
approximately 83% of the total accounts receivable balance a t  December 31,2011. 

Revenue and accounts receivable for the year ended December 31, 2010 included amounts from four 
customers, whom each individually represented more than 10% of the total operating revenue and 
accounts receivable. Revenue from these customers collectively represented approximately 84% of total 
operating revenue for 2010. The amounts owed from these customers collectively represented 
approximately 87% of the total accounts receivable balance at December 31,2010. 
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NOTES TO FINANCIAL STATEMENTS 

Note 17 - Related Parties 

The Cooperative is a Class B member of SWTC and a member of Sierra. Members of Sierra are 
collectively represented by one director seated on Sierra’s board of directors. Class B members of SWTC 
are also collectively represented by one director seated on SWTC’s board of directors. Directors for both 
SWTC and Sierra are entitled to one vote on each matter submitted to a vote at  a meeting of the 
members. The Cooperative’s investment in Sierra was $3,000,000 as of December 31,2011 and 2010, 
and is carried at  cost. The Cooperative’s patronage allocation from SWTC was approximately $3,700,000 
at December 31,2011 and 2010. 

The Cooperative has entered into an agreement with Sierra, whereby Sierra provides personnel staffing 
services (see Note 11 - Personnel Staffing Agreement). For 2011 and 2010, the Cooperative recorded 
expenses for personnel staffing services from Sierra totaling approximately $24,352,000 and 
$23,816,000, respectively. 

The Cooperative has entered into lease agreements with SWTC and Sierra for the lease of office facilities 
and machinery and equipment (see Note 11 - Office Facilities and Machinery and Equipment Lease 
Agreements). For 2011, rent received by the Cooperative from SWTC and Sierra totaled approximately 
$806,000 and $1,397,000, respectively. For 2010, rent received by the Cooperative from SWTC and 
Sierra totaled approximately $1,135,000 and $1,253,000, respectively. 

The Cooperative has entered into agreements with SWTC for transmission service (see Note 11 - 
Network Service Agreement (Class A) and Bundled Transmission Service Agreements). For 2011 and 
2010, the Cooperative recorded transmission expenses from these agreements totaling approximately 
$7,225,000 and $14,082,000, respectively. 

As of December 31, 2011, the Cooperative has recorded accounts payable to SWTC and Sierra totaling 
approximately $664,000 and $489,000, respectively, and there were no accounts receivable from SWTC 
and Sierra. As  of December 31, 2010, the Cooperative had recorded accounts payable to SWTC and 
Sierra totaling approximately $1,501,000 and $1,000, respectively, and no accounts receivable from 
SWTC and approximately $1,262,000 from Sierra. The net receivable or payable are included in the 
accompanying balance sheets as accounts receivable or payable. 
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NOTES TO FINANCIAL STATEMENTS 

Note 18 -Asset Retirement Obligations 

The asset retirement obligation related to generation assets a t  December 3 1  consists of the following: 

2011 2010 

Liability at  January 1 
Accretion expense 
Liabilities incurred 

Liability at  December 31 

$ 2,172,974 $ 1,901,195 
153,735 135,210 
145,582 136,569 

$ 2,472,291 $ 2,172,974 



REPORT REQUIRED BY GOVERNMENT AUDITING STANDARDS 
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INDEPENDENT AUDITOR'S REPORT ON INTERNAL CONTROL OVER FINANCIAL 
REPORTING AND ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF 

FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE WITH GOVERNMENT 
AUDITING STANDARDS 

To the Board of Directors 
Arizona Electric Power Cooperative, Inc. 

We have audited the financial statements of Arizona Electric Power Cooperative, Inc. (the Cooperative) 
as of and for the year ended December 31, 2011 and have issued our report thereon dated 
April 23,2012. We conducted our audit in accordance with auditing standards generally accepted in the 
United States of America and the standards applicable to financial audits contained in Government 
Auditing Standards, issued by the Comptroller General of the United States. 

Internal control over financial reporting - Management of the Cooperative is responsible for 
establishing and maintaining effective internal control over financial reporting. In planning and 
performing our audit we considered the Cooperative's internal control over financial reporting as a 
basis for designing our auditing procedures for the purpose of expressing our opinion on the financial 
statements, but not for the purpose of expressing an opinion on the effectiveness of the Cooperative's 
internal control over financial reporting. Accordingly, we do not express an opinion on the effectiveness 
of the Cooperative's internal control over financial reporting. 

A deficiency in internal control exists when the design or operation of a control does not allow 
management or employees, in the normal course of performing their assigned functions, to prevent, or 
detect and correct misstatements on a timely basis. A material weakness is a deficiency, or a combination 
of deficiencies, in internal control, such that there is a reasonable possibility that a material 
misstatement of the entity's financial statements will not be prevented, or detected and corrected on a 
timely basis. 

Our consideration of internal control over financial reporting was for the limited purpose described 
above and was not designed to identify all deficiencies in internal control over financial reporting that 
might be deficiencies, significant deficiencies, or material weaknesses. We did not identify any 
deficiencies in internal control that we consider to be material weaknesses, as defined above. 
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INDEPENDENT AUDITORS REPORT ON INTERNAL CONTROL OVER FINANCIAL 
REPORTING AND ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF 

FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE WITH GOVERNMENT 
A UDITING STANDARDS (continued) 

Compliance and other matters - As part of obtaining reasonable assurance about whether the 
Cooperative’s financial statements are free of material misstatement, we performed tests of its 
compliance with certain provisions of laws, regulations, contracts and grant agreements, noncompliance 
with which could have a direct and material effect on the determination of financial statement amounts. 
However, providing an opinion on compliance with those provisions was not an objective of our audit, 
and accordingly, we do not express such an opinion. The results of our tests disclosed no instances of 
noncompliance or other matters that are required to be reported under Government Auditing Standards. 

We noted certain matters that we communicated to the Cooperative’s Board of Directors and 
management in a presentation. 

This report is intended solely for the information and use of the Board of Directors and management of 
the Cooperative, Arizona Corporation Commission and the Rural Utilities Service and supplemental 
lenders and is not intended to be and should not be used by anyone other than these specified parties. 

Portland, Oregon 
April 23,2012 
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Q. 

A. 

Q* 

A. 

Mr. Pierson, are you the same Gary E. Pierson who sponsored direct testimony for 

Arizona Electric Power Cooperative, Inc. (“AEPCO”) in this matter? 

Yes, I am. 

Have you reviewed the direct testimonies of Staff witnesses Messrs. Vickroy, 

Kaibarczyk, Mazzini and Antonuk which were filed in this matter? 

Yes, I have. My rebuttal testimony provides AEPCO’s responses to certain issues raised 

by Messrs. Vickroy, Kalbarczyk and Antonuk. I also present revised recommended 

revenue requirements and rates in support of and consistent with AEPCO’s rebuttal 

positions. Mr. Kurtz’ rebuttal testimony will address Mr. Mazzini’s testimony. 

COST OF CAPITAL AND RATE SUFFICIENCY - AEPCO REBUTTAL POSITION 

Q* 

A. 

Mr. Vickroy filed direct testimony on Staff’s behalf presenting his evaluation and 

recommendations regarding cost-of-capital issues for the AEPCO rate filing. Please 

provide the Company’s response to Mr. Viekroy’s testimony. 

AEPCO agrees with Mr. Vickroy’s conclusion that a Debt Service Coverage (“DSC”) range 

of 1.20 to I S O  is appropriate to determine rate sufficiency. AEPCO’s requested 1.32 DSC 

falls comfortably within that range. Therefore, we do not agree with Mr. Vickroy’s 

suggestion that AEPCO leave its revenues at the present levels, which would result in a test 

year DSC of 1.56. First, obviously, that level of DSC is outside the sufficiency range of 

1.20 to I .50 which we both agree on. Second, AEPCO consulted with its Member 

Distribution Cooperatives on an appropriate DSC, both prior to filing this appIication, as 
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well as after Mr. Vickroy filed his testimony recommending that we forego our requested 

decrease in revenue requirements, There is a consensus among the Members and AEPCO 

that it is still appropriate to set revenues based upon a DSC of 1.32 - a position inside the 

sufficiency range. 

Finally, the primary factor relied upon by Mr. Vickroy in making his 1.56 DSC 

recommendation appears to be a concern over the impact of the EPA Regional Haze Federal 

Improvement Plan (“FIP”). At page I8 of his testimony, he summarizes Staffs concerns 

about AEPCO’s “much greater business risk due to EPA environmental mitigation 

requirements.” While we appreciate that concern, AEPCO does believe it has made 

substantial progress with EPA toward a reasonable cost-effective solution. 

In that regard, AEPCO filed a supplement to its Petition for Administrative Reconsideration 

with the EPA on May 29,2013. It set forth AEPCO’s Best Available Retrofit Technology 

(“BART3 proposal for Apache Steam Units 2 and 3. If accepted by the EPA, the AEPCO 

compliance plan - consisting of the switch to natural gas for Steam Turbine Unit 2 and the 

installation of a SNCR retrofit for Steam Turbine Unit 3 - would require only approximately 

$30 million in capital requirements in contrast to the estimated $200 million-plus cost of the 

current FIP. On June 6,2013, the EPA granted partial reconsideration of its FIP in response 

to AEPCO’s proposed BART alternative. AEPCO believes its proposal will be given 

serious consideration by the EPA. 
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Q. 

A. 

For all of these reasons, AEPCO continues to urge the Commission to approve our 1.32 

DSC request and set rates accordingly. 

On pages 3-4 of his testimony, Mr. Vickroy discusses the “deterioration” of 

AEPCO’s financial resufts and coverage ratios in 2011 and 2012. Please provide the 

Cooperative’s response. 

While Mr. Vickroy is correct that AEPCO fell short of the DSC results authorized in our 

last rate case, his analysis did not take into account one-time adjustments to financial 

results recorded in both 201 1 and 2012. First, in 201 1, the Commission approved our 

request to write off and not recover $1.998 million of certain fixed gas costs in order to 

mitigate the impact on our Members of recovering those costs through the PPFAC 

(Decision No. 72735, Findings of Fact 8 and 21). Referring to page I of Exhibit GEP-2, 

when the 201 1 financial results are adjusted to account for this one-time event, AEPCO 

net margins exceed $3.8 million and produce a TIER of 1.37 and a DSC of 1.30, Those 

results are quite comparable to the net margins of $4.1 million, the TIER of 1.38 and the 

DSC of 1.32 which were authorized by the Commission in our last rate case (Decision 

No. 72055). They do not support the “experienced ‘attrition’ in realized returns” which 

Mr. Vickroy asserts at page 4, lines 20-23, of his direct testimony. 

Similarly, as to its 2012 financials, AEPCO recorded roughly $3.975 million of one-time 

adjustments to recognize a settlement agreement reached in litigation pertaining to 

California Power Sales, as well as to recognize certain patronage capital allocations from 

Southwest Transmission Cooperative for 2008 and 2009. Exhibit GEP-2, page 1, shows 

3505312~8110421-0067 3 
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that, after revising the 20 12 data to account for these one-time adjustments, AEPCO 

would have had net margins of $8.9 million, a TER of 1.99 and a DSC of 1.5 1. Those 

results are substantially above the levels anticipated by the Commission in AEPCO’s last 

rate case. 

With regard to Mr. Vickroy’s analysis of AEPCO’s Funds from Operations (“FFO”) to 

Interest and FFO as a percentage of debt, page 2 of Exhibit GEP-2 shows those 

strengthened results based on the revised 201 1 and 201 2 financials I just discussed. 

Overall, AEPCO agrees with Mr. Vickroy’s testimony on page 12, lines 22-25, that the 

TIER, DSC, EquityRotal Capitalization and FFOhterest and FFODebt ratios (with or 

without the above-referenced adjustments) generally place AEPCO within Moody’s “A” 

range for rated G&Ts, as shown on Exhibit REV-3. Given that and the other factors I’ve 

discussed, we do not agree with his recommendation of revenues that results in a 1.56 

DSC. 

On pages 6 and 7 of his testimony, Mr. Vickroy suggests that AEPCO use updated 

costs of long-term and short-term debt as of December 31,2012 to calculate its cost 

of debt. Does the Company have a response? 

Yes, we do. As an initial matter, referring to page 6, lines 24-26, of Mr. Vickroy’s 

testimony, the Central Bank of Cooperatives debt was paid off on February 1,2012 and that 

payoff has already been reflected in the adjustment to interest expense made by AEPCO in 

its July 201 2 filing. In response to Mr. Vickroy’s update suggestion, I have prepared 

5053 12~8/10421-0067 4 
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Q. 

A. 

Exhibit GEP-3, which provides the cost of capital for the test year as adjusted and as of 

December 3 1,2012. However, AEPCO continues to believe that the interest expense 

adjustment proposed in its original filing and which was accepted by Mr. Kalbarcqk is 

appropriate and should be used by the Commission. 

Mr. Vickroy also discusses rating agencies’ primary factors in assessing the risk of 

G&T Cooperatives. Please provide the Company’s response. 

Mr. Vickroy lists five rating factors and their associated Moody’s weighting at page 9 of 

his testimony. In regards to the first factor, Financial Performance and Metrics (40%), 

AEPCO agrees with his assessment at page 12 that our historical quantitative financial 

metrics “could qualify [AEPCO] for an investment-grade rating.” 

The second factor identified by Mr. Vickroy is Long-Term Wholesale Power Supply 

ContractsRegulatory Risk (20%). AEPCO disagrees with Mr. Vickroy’s statement at 

page 13 that its partial-requirements member (“PRM”’) contracts add more risk to 

AEPCO than other G&Ts with exclusively all-requirements member (“ARM”) contracts. 

To the contrary, the PRM contracts provide greater assurance that AEPCO’s fixed costs, 

as well as its operations and maintenance costs, will be paid by the PRMs regardless of 

whether they use the capacity or not. Further, AEPCO carries none of the new-build 

risks associated with any additional capacity resources its PFUvfs may need now or in the 

kture. For these reasons, AEPCO actually has a lower risk profile than typical G&Ts 

with exclusively ARM contracts. In response to Mr. Vickroy’s concern about the 

potential ratings impact of rate regulation, AEPCO notes that the Commission’s 

35053 12~811 O421-0067 5 
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streamlined rate filing rules for cooperatives, which only recently took effect, likely could 

soften the negative perception which rating agencies admittedly do have regarding rate 

regulation. 

Regarding the third factor, Rate FIexibility/Rate Shock (20%), as I’ve discussed, AEPCO 

believes that it is making substantial progress in arriving at a reasonable and workable 

solution to the EPA’s Regional Haze requirements that will (1) significantly mitigate its 

construction build and rate shock exposure, as well as (2) address Mr. Vickroy’s concerns 

regarding execution of any required construction on a timely and cost-effective basis. On 

the subject of rate competitiveness, AEPCO has taken significant steps to lower its rates 

and send more accurate price signals. Specifically, in our last rate case, we revised our 

rate structure to provide separate energy rates for our Members in order to more 

accurately reflect the costs associated with base and other resources. In the present rate 

case, we have proposed (and Liberty has endorsed) revisions to our PPFAC that will 

further enhance our price signal accuracy and competitiveness. Further, our new lower 

coal contract prices and rail rates are making us more Competitive in the energy market - 

resulting in a higher utilization of our base resource capacity by ow Members and others. 

Finaily, we believe that any concerns about whether AEPCO’s rates are competitive are 

better addressed by granting the Company’s request for a revenue decrease rather than 

hoiding revenues steady as Mr. Vickroy suggests. 

With regard to the rating agencies’ last two factors, AEPCO thinks Mr. Vickroy’s 

assessment at page I5 is too negative. For example, in terms of AEPCO’s member 

35053 12~8A042 1-0067 6 
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Q. 

A. 

Q. 

4. 

profile, the National Rural Utilities Cooperative Finance Corporation 20 1 1 Key 

Performance Indicator for Category 809 (Member Equity as a Percent of Member 

Capitalization) lists AEPCO’s Members’ equity average as 40.85%, which is quite close 

to the nationwide average of 44.15%. On the subject of size, while AEPCO is smaller 

than many other G&Ts, we also note that Corn Belt Power Cooperative and San Miguel 

Electric Cooperative are smaller than AEPCO, but, nonetheless, both received “A-” 

ratings fiom Standard & Poor’s and Fitch in 201 1 .  Therefore, AEPCO does not believe 

that these factors would necessariIy result in an assessment of high risk by rating 

agencies. 

How does AEPCO’s analysis of its risk profile impact its revenue requirements 

recommendation? 

For all of the reasons stated above, AEPCO believes it would rate positively on a number 

of the quantitative & qualitative criteria. Further, there’s no reason to believe that 

setting rates based upon a 1.32 DSC would result in any rate insufficiency or raise 

AEPCO’s risk profile. Therefore, we continue to recommend that our revenue 

requirements should be based upon a 1.32 DSC. 

Does AEPCO have a suggestion for an adjustor mechanism, however, which would 

assist in meeting the capital requirements of whatever environmental compliance 

strategy AEPCO may develop in the future? 

Yes. Assuming the Commission approves our recommendation to set revenues at a 1.32 

DSC, AEPCO proposes that an Environmental Compliance Adjustment Rider (“ECAR”) 

~505312~8/1042I-O067 7 
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Q. 

A. 

Surcharge be established which would provide a tariff funding mechanism to address the 

EPA requirements. The ECAR Surcharge would initially be set at zero. When an 

Environmental Compliance Strategy (“ECS”) plan is finalized in accordance with EPA 

requirements, then AEPCO would file that plan with the Commission in order to establish 

qualified ECS costs and increase the ECAR Surcharge accordingly. Prior to filing with 

the Commission, the ECS plan and ECAR Surcharge rate would need AEPCO Board 

approval and the unanimous consent of AEPCO’s Member Distribution Cooperatives. 

For further details concerning our proposal, my Exhibit GEP-7 is a proposed ECAR 

Tariff and Exhibit GEP-8 is a plan of administration for the ECAR Surcharge. 

RATE BASE - AEPCO REBUTTAL POSITION 

Have you reviewed Staff’s direct testimony on original cost rate base and the 

determination of fair value for this proceeding? 

Yes, I have. As discussed later in my testimony, we disagree with certain of Liberty’s 

assertions concerning, among other things, AEPCO’s coal inventory levels and 

depreciation rates. However, to narrow disputed issues in this case, we accept 

Mr. Kalbarczyk’s adjustments solely as they relate to rate base and, therefore, we accept 

the proposed rate base of $261,075,032, as shown on Table 9 at page 26 of 

Mr. Kalbarczyk’s testimony. 

35053 12~8/10421-0067 8 
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’ Q* 

A. 

Q. 

A. 

Please provide the Company’s response to Mr. Kalbarczyk’s testimony regarding 

AEPCO’s request for revised depreciation rates. 

In the context of his discussion of rate base, Mr. Kalbarczyk incorporates some of the 

conclusions from Mr. Mazzini’s engineering analysis. Specifically, at page 13, 

Mr. Kalbarczyk states that AEPCO has not laid a proper foundation for its requested 

depreciation rates because of concerns regarding the useful lives of Apache Station Units 

STl, ST2 and ST3. As explained, however, in Mr. Kurt2 rebuttal. testimony, the Black 

& Veatch study correctly confirmed the useful lives of these units. Furthermore, the 

study was conducted in order to conform to Rural Utilities Service requirements for 

establishing depreciation rates. Accordingly, although we do not dispute 

Mr. Kalbarczyk’s depreciation-related adjustment to rate base, we continue to believe 

that Commission approval of our revised depreciation rates is appropriate, 

OPERATING INCOME - AEPCO REBUTTAL POSITION 

What is the rebuttal position of AEPCO regarding operating income? 

AEPCO is proposing rebuttal adjustments for wheeling expense and gas legal costs, which 

result in rebuttal proposed test year revenues of about $159.3 million, operating expenses of 

$148.6 million, electric operating income (margins) of approximately $10.7 million and a 

net margin of slightly less than $2.0 million. For ease of reference, my Exhibit GEP-4 

provides a summary and comparison of AEPCO’s original rate filing requests, Staffs direct 

testimony position and AEPCO’s rebuttal position. 

9 
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Q- 

A. 

Q* 

A. 

Q. 

A. 

Please describe the wheeling expense rebuttal adjustment that AEPCO is proposing. 

AEPCO has several contracts with the Western Area Power Administration under which it 

receives point-to-point transmission service. The Parker Davis point-to-point transmission 

service rates increased on October 1, 2012. This caused a $76,800 increase in AEPCO 

annual expenses. Further, the Intertie point-to-point tranSmission service rates were 

increased on May 1 , 2013, resulting in an  additional $163,200 in expenses. These combine 

for a total rebuttal adjustment of $240,000 in additional operating expenses. 

Please describe the gas legal costs adjustment that AEPCO is proposing. 

During the course of discovery, AEPCO noticed that natural gas legal expenses that 

should have been reclassified to administrative & general expenses had not been 

reclassified in the original filing. Therefore, AEPCO proposes as a rebuttal adjustment to 

reclassify approximately $260,000 of expenses from fuel expenses to administrative & 

general expense, The net effect of this rebuttal adjustment is a zero increase in operating 

expenses. 

At page 22 of his testimony, Mr. Kalbarczyk commented on the characterization of 

two of AEPCO’s pro forma adjustments. Do you have a response? 

Yes, I do. Mr. Kalbarczyk questioned AEPCO’s characterization of its maintenance outage 

overhaul adjustment and its rate case expense adjustment. He is correct that AEPCO does 

- not propose to establish a regulatory asset to coliect either maintenance outage overhaul or 

rate case expenses. Instead, AEPCO agrees with the characterization of these adjustments 

as normalization adjustments. Further, AEPCO agrees that its rate case expense adjustment 

10 ~505312~8/10421-0067 
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Q. 

A. 

Q. 

A. 

should be based upon more timely and updated cost information. In that regard, AEPCO 

will furnish an updated rate case cost estimate to Staff later this month. This will include 

(1) actual incurred expenses through mid-June, plus (2) an estimate of the additional 

expenses necessary to process this case to decision issuance by the Commission. 

Have you prepared exhibits that summarize AEPCO’s current positions and 

requests? 

Yes, I have. As I mentioned before, Exhibit GEP-4 summarizes AEPCO’s original rate 

filing, Staff‘s direct testimony and AEPCO’s rebuttal positions. In support of this exhibit, 

we have deveioped rebuttal Schedules A through H, copies of which are being delivered to 

Staff at the time this testimony is filed. As reflected on page 1 of Exhibit GEP-4, AEPCO 

proposes the Commission authorize a reduction in its revenues of approximately 

$4.3 million as opposed to Staff‘s proposal of no change to current revenues. Page 2 of 

Exhibit GEP-4 compares Staffs and AEPCO’s rate base positions. Its page 3 details the 

operating income recommendations and page 4 provides our proposed rebuttal adjustments. 

FUEL AND PURCHASED POWER - AEPCO REBUTTAL POSITION 

Have you reviewed the direct testimony of Staff witness Mr. Antonuk? 

Yes, I have, Attached to Mr. Antonuk’s testimony is a report that reviews AEPCO’s fuel, 

purchased power and plant operations policies, activities and costs. Overall, Liberty’s 

review is positive and we agree with many of the report’s findings. Specifically, we 

agree with Liberty’s conclusions that: the reduction in our contract for natural gas 

storage services was reasonable and the proper adjustment was made to our costs in 

35053 12v8/10421-0067 1 1  
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Q. 

A. 

relation to it (page 7); AEPCO effectively procured short-term contract coal deliveries at 

favorable prices in 2012 @age 19); we achieved very favorable results through our 

challenge of rail rates before the Surface Transportation Board (“STB”), which opened 

up new coal supply origins (page 20); we took a significant positive step in 201 2 in 

reiation to our long-term coal inventory management (page 21); and our transfer of 

trading operations to ACES Power Marketing has resulted in effective scheduling and 

dispatching at a lower cost (pages 28-29). 

In the Coal section of its report, Liberty raises some concerns about AEPCO’s coal 

procurement and inventory management in 2012. Does the Company have a 

response to these concerns? 

We do. Attached to my testimony as Exhibit GEP-5 is a report prepared by Emily Regis, 

AEPCO’s Fuels Resource Administrator. As explained in greater detail in Ms. Regis’ 

report, we disagree with Liberty’s negative view of AEPCO’s decision to make short- 

term coal purchases in 2012 rather than utilizing our existing inventory of premium high- 

Bturlb, low-sulfur coal. This decision, based on the analysis of our Coal Supply Group 

(of which I am a member), was part of a larger strategy to leverage AEPCO’s inventory 

and the very favorable STB rail rates decision to achieve a substantially lower delivered 

cost of fie1 and reliable supply options for the benefit of our Members going forward. I 

am pleased to report that the strategy was successful. AEPCO was able to take advantage 

of low natural gas prices, the STB decision and its inventory in order to delay contract 

negotiations while coal blend testing was ongoing. As a result, AEPCO now has 

competitive rail access to coal suppliers, as well as the opportunity to purchase high- 

35053 12~8/1O421-0067 12 
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Q. 

A. 

Q. 

A. 

quality coal at reduced delivered prices. Also, AEPCO is currently implementing a plan 

to decrease its coal inventory to achieve compliance with its target levels without 

sacrificing operational reliability and its ability to remain environmentally compliant. In 

response to Liberty’s recommendation that AEPCO reevaluate its coal consumption 

forecasting, Ms. Regis notes that AEPCO has updated its forecasts and provides more 

detail on that subject at page 2 of Exhibit GEP-5. 

On pages 26-28 of its report, Liberty discusses certain scheduling and trading issues 

for PRMs and their impacts on AEPCO. Does the Company have a response on 

these issues? 

Yes. I would note that, pursuant to agreement, AEPCO started providing scheduling and 

trading services on February 1,ZO 13 to Mohave Electric Cooperative. In addition, 

pursuant to a similar agreement, AEPCO started providing scheduling and trading 

services on June 1,20 1 3 to Sulphur Springs Valley Electric Cooperative. 

PPFAC MECHANISM - AEPCO REBUTTAL POSITION 

Mr. Pierson, the Liberty report attached to Mr. Antonuk’s direct testimony also 

addressed AEPCO’s PPFAC. Is that correct? 

Yes. On pages 34-36 of its report, among other issues, Liberty confirmed that AEPCO 

has been administering the clause correctly and in conformance with Commission 

directives. Also, on page 36, Liberty found reasonable and appropriate AEPCO’s 

proposed modifications to the PPFAC, the continuance of the efficacy clause and the 

closeout of the bank balances under the current clause. Accordingly, we would request 

35053 12mO42 1-0067 13 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Q. 

A. 

Q* 

A. 

that the Commission authorize each of those items in its decision as summarized at 

pages 26-27 of my direct testimony. 

Do you have any clarifications regarding AEPCO’s proposed modifications of the 

PPFAC? 

Yes, I do. First, I have a slight clarification to my direct testimony concerning AEPCO’s 

proposed modification to separate the bank balances from the fuel adjustor rates. 

Specifically, the balances would be recovered or refunded through a continuing six- 

month amortization tariff rider and not a ‘?temporary” rider, as stated in my direct 

testimony. Second, in response to Liberty’s concerns about including carbon taxes and 

Cap and Trade Allowances in the PPFAC, AEPCO withdraws its request that they should 

be included in the PPFAC. 

When does AEPCO recommend that the first semi-annual adjustor take effect 

under the new PPFAC and how will it be calculated? 

Consistent with current practice, we recommend that the first semi-annual fuel adjustor 

be filed on March 1,20 14, to become effective on April 1,20 14. That initial filing will 

be based upon data covering the 12 months ended December 3 1,201 3. Thereafter, 

AEPCO would make fuel adjustor filings on March 1 and September 1, to become 

effective on April 1 or October 1, based upon historical periods of the prior 12 months 

ended December 3 1 or June 30, respectively. 

35053 12~8/10421-0067 14 
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Q. 

A. 

Q. 

A. 

RATE DESIGN - AEPCO REBUTTAL POSITION 

Have you reviewed the direct rate design testimony Mr. Kalbarczyk filed on Staff’s 

behalf on April 22,2013? 

Yes, I have. We agree with Staff on rate design, although our proposed rates differ due to 

our differing positions on the appropriate DSC level, Le., AEPCO at 1.32 and Staff at 

1.56. In addition, we recommend including the rebuttal adjustment regarding the 

additional wheeling expenses that I explained earlier in my testimony. Further, AEPCO 

noted during the discovery process that in its original filing on Schedule G-6, p e 2, 
4 ?SI. w2f 

Production - Fuel, Acct. 547 had been overstated by approximately -00 and 

Production Fuel, Acct. 50 1 had been understated by the same amount. AEPCO has made 

that correction in the calculation of its proposed rebuttal rates. My Exhibit GEP-6 

summarizes AEPCO’s current rates, its filed rates, Staffs proposed rates and AEPCO’s 

proposed rates on rebuttal. Exhibit GEP-6 also contains a proof of revenue. 

Does this conclude your Rebuttal Testimony? 

Yes, it does. 

I5053 12~8/10421-0067 15 
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Exhibit GEP-3 

Line Debt Interest Annual 
NO. Description Outstanding Rate Interest 

3 YO $ 

Arizona Electric Power Cooperative, Inc. 
Cost of Long Term and Short Term Debt 

6 Kegulatory Asset 
7 Subtotal 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

Short Term Debt 
Total 

9 1,000 
201,500,113 4.606% 928 1,871 

3,721,518 
$ 205.221.631 

14,030 
$ 9.295.901 

As of December 31,2012 
Long Term Debt: 

FFB Debt * (2) $ 167,875,727 
CFC Series 1994A Bonds 12,810,345 
NRUCFC 16,531,153 
Regulatory Asset 

Subtotal 197,217,225 
Short Term Debt 4,067,238 

Total 3 201,284,463 

4.792 % 
0.650% 
3.433% 

4.455% 
0.823 Yo 
4382% 

21 
22 
23 

(1) Balance reflects 4th Quarter debt service payment made on January 3,2012. 
(2) BaIance reflects 4th Quarter debt service payment made on January 1,2013. 

$ 8,044,469 
83,267 

567,525 
91,000 

8,786,261 
33.477 

S 8,819,738- - 

AEPCO Rebattal Exhibit CEP3 - 6/10/2013 
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Arizona Electric Power Cooperative, Inc. 
Comparison of Increase in Gross Revenue Requirement 

Test Year Ended December 31,2011 

Col. A Col. B Col. c 
Company Staff Company 

Line As Filed Direct Rebuttal 
No. Description Position Position Position 

1 
2 Proposed Revenue Increase - S (4,287,465) 
3 Revenues in Test Year - Present Rates $ 154,924,873 $ 154,924,871 $ 154,924,871 
3 Revenue Increase Percentage -2.92% 0.00% -2.77% 
4 

Summary of Revenue Increase Proposed: 

- 
L -- 

5 Pro Forma Statement of Operations 
6 with Proposed Rates: 
7 Operating Revenues 
8 Operating Expense 
9 Electric Operating Margins 

10 Interest & Other Deductions 
11 Operating Margins 
12 Non-Operating Margins 
13 
14 
15 Times lnterest Earaed Ratio: 

Net Patronage Capital o r  Margins 

16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

$ 159,097,135 
148,420,479 
10,676,656 
9,745,481 
931,175 

1,026,046 
$ 1,957,22 1 

_j 

$ 163,624,600 $ 159,337,135 
148,420,479 148,660,479 
15,204,121 10,676,656 
9,745,481 9,745,481 
5,458,640 93 1 ,I 75 
lY0Z6,O46 1,026,046 

S 6,484,686 S 1,957,221 

Net Patronage Capital or Margins $ 1,957,221 $ 6,484,686 S 1,957,221 
Interest on Long Term Debt 

Total 
Times Interest Earned Ratio 

9,281,871 9,281,871 9,281,871 
$ 11,239,092 S 15,766,557 $ 11,239,092 

1.21 1.70 1.21 
I L 

* 4- 

Debt Service Coverage Ratio: 
Net Patronage Capital o r  Margins fi 1,957,221 $ 6,484,686 S 1,957,221 
'Depreciation & Amortization 13,349,504 13,349,504 33,349,504 
Interest on Long Term Debt 9,281,871 9,281,871 9,281,871 

Total S 24,588,596 $ 29,116,061 $ 24,588,596 

interest on Long Term Debt S 9,281,871 $ 9,281,871 $ 9,281,871 
Principal Payments 9,345,853 9,345,853 9,345,853 

Debt Service $ 18,627,724 $ 18,627,724 $ 18,627,724 
Debt Service Coverage Ratio 1.32 1.56 1.32 

i 

Return on Fair Value Rate Base: 
Electric operating Margins $ 10,676,656 $ 15,204,121 $ 10,676,656 
Rate Base w v  

Return on Fair Value Rate Base 3.99% 5.82% 4.09% 
> 

References: 
Column A: Company Original Filed Schedules 
Column B: Staff Direct Testimony and Schedules 

Pienon AEPCO Rebuttal WorkPaperr - 611 012013 
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Arizona Electric Power Cooperative, Inc. 
Comparison of Increase in Gross Revenue Requirement 
Test Year Ended December 31,2011 

RATE BASE - ORIGINAL COST 

LINE 
NO. - 

Col. A Col. B Col. c 
COMPANY STAFF COMPANY 

AS D JRECT REBUTTAL 
FILED POSITION POSITTON 

1 Plant in Service 3 452,690,894 $ 452,690,894 5 452,690,894 
2 Less: Ace. Depreciation & Amortization (219,978,356) (2 16,580,062) (216,580,062) 
3 Net Plant in Service 232,712,538 236,110,832 236,110,832 
4 
5 LESS: 
6 
7 Customer Advances for Construction - - - 
8 
9 Contributions in Aid o f  Construction - - 
10 
1 1  A& 
12 
13 Working Capital 34,751,049 24,964,200 24,964,200 
14 
15 Plant Held for Future Use - 
16 
17 Deferred Debits - - 
18 
19 Total Rate Base $ 267,463,587 $ 261,075,032 $ 261,075,032 

References: 
Column A: Company Schedule B - I ,  Page 1 
Column B: Kalbarczyk Direct Testimony 

Piwson AEPCO Rebuttal WorkPapen - 6/1012013 
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Arizona Electric Power Cooperative, Inc. 
Rebuttal Adjustments 

Twelve Months Ended December 31,201 1 

Description $ s 

1. Adjustment to annualize rate increases In Western 

Western Area Power Contract Rate Increases: 
Wheeling Contracts: 

Parker Davis PTP Firm Transmission 
Intertie PTP Firm Transmission 
Total 

2. Adjustments to reclassify legal expenses from Fuel to 
Administrative & General Expense 

Fuel Expense 
Administrative & General Expense 

Total 

Total Adjustments to Expense 

Pierson AEPCO Rebuttrl WorkPapen - 6/1012033 

$76,800 
163,200 

$240,000 

(260,271) 
260,271 

$240,000 
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On May 1, 2013, John Antonuk of Liberty Consulting Group submitted Direct Testimony in 
AEPCO’s rate case before the Arizona Corporation Commission, Docket No. E-01 773A- 12- 
0305. Attached to Mr. Antonuk’s testimony as Exhibit JEA-2 is a report summarizing Liberty’s 
examination of the prudence of AEPCO’s fuel, purchased power, and plant operations policies, 
activities, and costs. Many of Liberty’s findings are complimentary of AEPCO. However, the 
report raises concerns about AEPCO’s coal forecasting, procurement and inventory in 2012. The 
purpose of this report is to respond to those particular conclusions and associated 
recommendations. 

I. CoaI Supply Group 

As indicated in the Liberty report, AEPCO uses a team of Cooperative employees called the Coal 
Supply Group to develop its coal supply and coal transportation strategies. The Group was 
formed in 2006 and meets regularly to review various supply and transportation options as well 
as to decide on the direction of coal procurement, coal transportation and coal inventory 
management activities. This team is comprised of a cross-section of managers and 
administrators from several departments, including the following positions: Executive Vice 
President and Chief Executive Officer, Corporate Counsel, Director of Power Production, Fuels 
Resource Administrator, Director of Engineering, Director of Energy Services, Chief Financial 
Officer, Manager of Cost Accounting and Manager of Financial Services. Other Cooperative 
staff participate when a specific need arises, including the Director of Environmental Services. 
Copies of the Group’s various analyses are maintained in the Cooperative’s files and specific 
action items are given to appropriate individuals. 

11. Coal Consumption Forecasting 

In 201 I, AEPCO’s coal and energy market intelligence consultant, ACES, began providing the 
Cooperative’s coal consumption forecasts, These forecasts project coal consumption based on 
various inputs including expected member loads, natura1 gas and coal prices as well as projected 
energy market prices. The forecasts are provided to assist AEPCO in its budgetary and coal 
purchase planning activities several months in advance of the next calendar year. The Coal 
Supply Group considers the forecasts among a variety of other information in making 
procurement and inventory management decisions. Periodically, the Group reviews and 
evaluates the forecast in light of changed circumstances and adjusts AEPCO’s strategy 
accordingly. 

On page 21 of its report, Liberty states that in 2010 and 201 1, AEPCO data showed a reasonable 
correlation between forecast and actual coal consumption. However, in 2012, the report notes 
that AEPCO’s actual coal consumption was 30% higher than the forecast. This was caused in 
part by the fact that actual natural gas prices differed greatly from the expectations set in 201 1. 
Additionally, as explained in greater detail below, AEPCO successfully lowered its actual 
delivered coal cost, thereby making coal a more economically advantageous resource than had 
been originally forecast. Finally, AEPCO notes that the 2012 forecast was the first forecasting 
effort performed and provided by ACES. In all, AEPCO believes that the 2012 mismatch was an 
abnormality for various reasons and was inconsistent with its historical practice of accurate 
forecasting . 

35 1 7 4 3 2 ~ l l  IO42 1-0067 1 
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Liberty’s report recommends that AEPCO reevaluate irs forecasting of coal consumption to 
improve the match between forecasts and actual coal consumption. Per our established practice, 
AEPCO has updated its forecasts with more recent energy and fuel resource information that 
appears to follow more normal historic trends. AEPCO anticipates a higher consumption of fuel 
by its coal units moving forward, but will continue to monitor its coal inventory levels and fuel 
supply options in order to maintain the lowest cost fuel supply for its members. Additionally, 
AEPCO will continue to evaluate the process by which the forecasts are developed and will 
closely monitor the forecasts in the future. 

111. 2012 Coal Procurement and Inventory 

Liberty’s report contains two separate, but related, conclusions regarding AEPCO’s coal 
procurement and inventory in 2012. First on page 21, Liberty criticizes AEPCO’s decision to 
make short-term coal purchases for use in 2012 instead of using the coal in its pre-existing 
inventory. Second, on a e 22, Liberty notes that more than half of AEPCO’s coal inventory in 
201 2 consisted of coal which has been stockpiled since 2008. Taken together, Liberty 
contends that AEP@ld have used the - coal in 2012 to further reduce the stockpile 
and bring AEPCO into compliance with its target inventory levels. 

As explained below, the coal purchases and deviation from target inventory levels in 2012 were 
part of a Iarger strategy developed by the Coal Supply Group to leverage AEPCO’s inventory 
and the very favorable and somewhat unexpected late-201 1 Surface Transportation Board 
(“STB”) rail rates decision to achieve a substantially lower delivered cost of fuel and reliable 
supply options for the benefit of its members going forward. 

The background of the Coal Supply Group’s strategy starts with AEPCO’s limited access to fuel 
markets. Due to its small size and geographic location, as well as its 1- 

AEPCO’s historic ability to respond to 
opportunities in fuel markets has been very restricted. In 201 I ,  AEPCO was in the last year of a 
three year coal supply agreement with Peabody COALSALES (“Peabody”) for the purchase of 
coal from Peabody’s El Segundo and Lee Ranch Mines in New Mexico at a delivered cost of 
approximately -. AEPCO burned this coal as its primary 
fuel for three years. During this time, we held in reserve a stockpile of the coal, which 
(as Liberty notes in its report) is a premium high B t d b ,  low sulfur coal and, therefore, is very 
expensive for AEPCO to obtain. AEPCO has kept this coal in 
reserve to provide operational reliability and assure environmental compliance for Apache 
Station. 

Over the years, AEPCO has attempted on several occasions to improve its access to the various 
fuel markets by challenging rail transportation rates. In late 2008, AEPCO tried again by filing a 
rate complaint against BNSF Railway before the STB. In November 2011, the STB issued a 
very favorable decision in which it (among other relief) established maximum lawful rates 
applicable to AEPCO through 201 8. The STB’s rate prescriptions opened competitive markets 
for AEPCO among coal suppliers and the railroads. 

~n particular, the STB ruling gave MPCO access to coal 1- 
that previously had been cost prohibitive for AEPCO because of the high transportation rates. 
Access to coal was significant because, prior to 2012, AEPCO had conducted extensive 

3517432v1/10421-0067 2 
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research with outside engineering consultants regarding operational issues associated with 
burning a blend of coal at Apache Station. These studies -~ showed that AEPCO would have 
a high level of success with blending r- 

I benefits-at a low delivered cost. With the new access t 

of various blends of m 
While running these test burns in early 2012, AEPCO unexpectedly was also able to take 
advantage of the low cost of natural gas and its coal inventory to delay executing new coal 
supply contracts and by doing so acquired more time to negotiate lower prices with both coal 
suppliers and the railroads. Specifically, AEPCQ utilized the published rate prescriptions for 
BNSF coal origins to negotiate with Union Pacific Railroad (“UP)’). The result was a 

1 transportation agreement for UP’S - coal supply origins 
. After confirming this coal transportation agreement with UP, AEPCO 

coal for delivery between April and December 2012. Access then secured 300.000 tons of 

using its leverage to negotiate these short term purchases, AEPCO projected to lower its average 
delivered cost and Liberty’s report at pages 19-20 
confirms the success of AEPCO’s contract negotiations. As an added bonus, by burning 
3,194,468 Dth of natural gas in the coal units between January and June, AEPCO was able to 
realize and pass on to its Member Distribution Cooperatives an additional $1.166 miilion in 
savings. 

As Liberty notes in its report, as a result of these coal purchases as well as the use of natural gas 
(Le., reduced coal burning) in early 2012, AEPCO’s coa1 inventory levels increased between 
March 2012 and July 2012. However, this increase was in part a timing issue because AEPCO 
elected to start coal shipments at the end of March in order to maintain a ratable monthly 
delivery schedule and allow time for AEPCO’s unit train to complete the delivery cycles. 
AEPCO’s estimated cycle time for delivery of = coal transportation cycle time is an estimated 3-5 days. By starling the shipments early 
in March 2012, AEPCO was able to maximize the use of its single unit train and limit the need to 
lease additional train sets. AEPCO obtained a trip-lease train from another utility for four trips 
from the 

coal supply is 7-9 days while its 

mines in 2012 and utilized its unit train for all the other shipments. 

While AEPCO’s coal inventory increased during the March-to-July timeframe, these coal 
deliveries were not intended to and did not add to the stockpile. As Liberty notes at page 10 of 
its report, AEPCO’s coal deliveries in 2012 fell significantly below its 2010 and 2011 delivery 
levels. Further, as Liberty’s chart at page 17 indicates, AEPCO’s coal inventory at the end of 
2012 was roughly the same as 201 1. The-reason for this is that AEPCO actually used these short 

its operational needs and i- 

35 17432vllJ 0421 -0067 3 
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Because AEPCO had limited experience blending 1- coals, the 
coal was held in the stockpile for the remainder of 2012 to meet any reliability and operational 
needs that may have arisen. Based on its 2012 efforts and successes, AEPCO was able to 
achieye a consistent blend of coal such that the Coal Supply Group 
approved plans to start consumi 

Since early 2013, AEPCO has decreased its coal inventory from approximately - at 
the end of 2012, to about - as of the end of April 201 3. AEPCO expects to continue 
to consume its existing inventory supplemented with spot coal supply purchases through 2013. 
Summer 2013 projections for coal consumption at Apache Station (May through September) are 
higher due to the lower cost of delivered coal and, correspondingly, the lower expected cost of 
our coal-fired electricity. Based on a conservative estimate of consumption, we believe AEPCO 
will be close to returning to its target coal inventory level by the end of 2013. 

At page 22 of its report, Liberty recommends that AEPCO manage its coal inventory more 
aggressively and specifically reevaluate its inventory of = coal. Consistent with that and 
as discussed, the Coal Supply Group’s decisions in 2012 were part of a larger strategy to use the 
November 201 1 STB decision to place AEPCO in a better position to decrease its reliance on the - reserve. This strategy was successful. AEPCO now has competitive rail access to coal 
suppliers in the and is no longer captive 
AEPCO is decreasing its inventory to achieve compliance with its target levels. But, this was 
made possible because AEPCO had sufficient inventory in 2012 to fuel its units while 
agreements were negotiated and coal blend testing was conducted. This leverage enabled 
AEPCO to delay entering any coal supply and coal transportation agreements until it could be 
assured competitive deals were struck. 

35 17432~ Ill042 I-M)67 4 
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ARIZONA ELECTRIC POWER COOPERATIVE, INC. 

ENVlRONMENTAL COMPLLANCE ADJUSTMENT RIDER (ECAR) 

TARIFF 

Effective Date: November 1,2013 

PURPOSE 

The purpose of the Environmental Compliance Adjustment Rider PECAR’’) is to provide 
a revenue recovery mechanism that will create a fund to be used for the purpose of 
meeting environmental compliance obligations mandated or expected to be mandated by 
federal, state, or local laws or regulations. The ECAR is the tariff collection mechanism 
for the overall Environmental Compliance Strategy (“ECS”) developed by Arizona 
Electric Power Cooperative, Inc. (“AEPCO” or “Company”) and its Members. 

APPLICABEITY 

Applicable to all Class A 

amount to each Class A Member on the basis of the Allocated Capacity 
Percentage (“ACP”) of each Member. AEPCO will also establish a necessary 
term of collection for the fund. Once the dollar amount for the fund and the term 
of collection have been established, AEPCO will file the ECS plan and a revised 
tariff with the Arizona Corporation Cornmission (“ACC” or “Commission”).* 
The initial ECS plan and initial revised ECAR tariff will be subject to a sixty (60) 
day ACC Staff review period. The revised tariff shall become effective at the end 
of the sixty (60) day period unless the Commission elects to suspend the revised 
tariff, in which case it shall become effective upon Commission approval or by 
operation of law. Once the revised tariff is effective, each Member will be 
assessed a monthly charge on its bill in addition to other rates and charges 
approved by the Commission. Exhibit A sets forth the monthly Member charges 
and anticipated term of collection. 
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2, 

3. 

The level of funding and ECAR rates may be adjusted (up or down) depending on 
the actual environmental compliance funding needs of the Company as outlined in 
the ECS plan. Any changes to the ECS and ECAR tariff after the initial ECS plan 
is filed will be subject to a thirty (30) day ACC Staff review period.* The revised 
tariff shall become effective at the end of the thirty (30) day period unless the 
Commission elects to suspend the revised tariff, in which c y e  it shall become 
effective upon Commission approval or by operation of la@%-. &F 

11 file a revised tariff 
tariff not needed returning the rates to zero. Any funds colle 

to meet the Company’s objective(s) for the 

Details of the operation of the ECAR and.ACC co 

*In order for the ECAR to be revised, 

2 



Exhibit GEP-7 
Page 3 

EXHIBIT A 

The Monthly Charge shall be as follows for each of the Company’s Class A members: 

November 1,2013* 

Collective All-Requirements Members: 

Anza Electric Cooperative, Inc. 

Duncan Valley Electric Cooperative, Inc. 

Graham County Electric Cooperative, Inc. 

Partial Requirements Members: 

Mohave Electri 

Sulphur Springsr.’ 

ice provided on and after this 
* 

3505382v3/! 042 1-0067 3 
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Arizona Electric Power Cooperative, Inc. 

Environmental Comp ment Rider 
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Page 1 

ECAR - PIan of Administration I 

2 General Description: 

3 The purpose of the Environmental Compliance Adjustment Rider (“ECAR”) Surcharge is 

4 

5 environmental compliance obligations imposed on o o Arizona Electric 

6 

7 

8 

to establish a fund to be used for the purpose of meetin 

Power Cooperative, Inc. (“AEPCO”) that are mandated 

federal, state or loc.al laws or regulations or judicial or regulatory a 

of such laws or regulations (“Environmental Regulations”). 

9 Key Definitions: 

10 

11 

12 

13 

14 

15 

16 

17 

18 

I .  ECAR Surcharge - A rider tariff established by Arizona Corporation Commission 

0. , which authorizes AEPCO to: 

ations operations’ costs; recover stranded 

t caused by Environmentat Regulations; 

additions required by Environmental 

2. Environmental Compliance Strategy (“ECS”) - A formal plan developed by 

AEPCO to meet Environmental Regulations. The ECS shall include, at a 

minimum, a scope of work, anticipated timelines and cost estimates. 



Exhibit GEP-8 
Page 2 

1 

2 

3 

4 

5 

3. Qualified ECS Costs - Costs identified in the ECS plan and established by the 

Commission as appropriate for recovery through the ECAR Surcharge pursuant to 

ACC review of the ECS plan. Environmental fines or penalties do not qualify for 

cost recovery through the ECAR Surcharge nor do costs that have been included 

as part of AEPCO’s authorized cost of service for recovery through established 
-. - 1  

c -  

6 rate tariffs. 

7 Accounting: 

8 Funds collected from the ECAR Surcharge will 

9 recorded as a regulatory liability. shall be done on a 

10 contributing Member Distribution Co these funds to meet 

1 1  Qualified ECS Cost ollar-for-dollar basis. 

12 Funds used to su cover stranded asset costs will be 

for qualified environmental capital 

ons in aid of construction. 

I5 

16 AEPCO wil1 deposi 

17 

18 

19 

nds collected through the ECAR Surcharge in a separate 

interest bearing investment account (“ECAR Surcharge Account”) and may only draw 

monies from the account to fund Qualified ECS Costs. Interest earned on the investment 

of these funds shall be retained in the account. Upon completion or termination of the 

20 ECS plan, all remaining finds in the ECAR Surcharge Account, including interest, will 

3505387v3/10421-0067 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

be refbnded to Members over a twelve-month period in the same pro-rata shares 

established for collections. 

Compliance Reports: 

On September 1 for the January through 

December period of each year, AEPCO will file semi 

ECAR Surcharge with the Commission, with a c 

following information for the reporting period: 

reports concerning the 

1. The beginning balance of the ECAR S 

2. The total amount collected by 

Account. 

semi-annual report: 

1. nts of withdrawals. 

Qualified ECS Cost paid for during the period and the 

Each report will be certified by AEPCO's Chief Executive Oficer or Chief Financial 

Officer that all information provided in the filing is true and accurate to the best of his or 

her infomation and belief. 

3505387~3/1042 1-0067 
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1 ECS and ECAR Surcharcre Modifications: 

2 Pursuant to Commission order, the initial ECAR rate shall be set at $0.00. Thereafter, in 

3 response to an Environmental Regulation, AEPCO shall file its initial ECS plan and a 

4 revised tariff with Docket Control. The initial ECS plan and jnitial revised ECAR tariff 

5 

6 

7 

shall be reviewed by ACC Staff and take effect sixty (60) days after filing, unless the 

Commission enters an order suspending the filing, in which case it shall become effective 

upon Commission approval or by operation of law. 

8 Any changes to the ECS and ECAR tariff after the initial ECS plan is filed will be subject 

9 to a thirty (30) day ACC Staff review period and shall become effective at the end of the 

IO thirty (30) day period unless the Commission elects to suspend the revised tariff, in which 

i 1 case it shall become effective upon Commission approval or by operation of law. 

CS plan, AEPCO will file a revised tariff 

es shall remain at zero until AEPCO deems it 

sponse to an Environmental Regulation, in 

and file an initial ECS plan and initial revised tariff for 

16 Commission consi 
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1 AEPCO Board Approval and Member Consent: 

2 

3 

Prior to filing an initial ECS plan and revised ECAR tariff or seeking a subsequent 

modification to either the ECS or ECAR, AEPCO will obtain authorization from its 

5 confirm the unanimous 

6 consent of its Members. Absent receipt of timely Member consent 

in advance of a proposed filing with the Commission in o 
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BEFORE THE ARIZONA CORPORATION COMMISSION 

COMMISSIONERS 

BOB STUMP, Chairman 
GARY PIERCE 
BRENDA BURNS 
BOB BURNS 
SUSAN BITTER SMITH 

IN THE MATTER OF THE APPLICATION OF THE 
ARIZONA ELECTRIC POWER COOPERATIVE, 
INC. FOR A HEARING TO DETERMINE THE 
FAIR VALUE OF ITS PROPERTY FOR 
RATEMAKING PURPOSES, TO FIX A JUST AND 
REASONABLE RETURN THEREON AND TO 
APPROVE RATES DESIGNED TO DEVELOP 
SUCH RETURN 

Docket NO. E-01773A-12-0305 

Rejoinder Testimony of Gary E. Pierson 

on Behalf of 

Arizona Electric Power Cooperative, Inc. 

General Rates Application 

(Public Version) 

July 17,2013 
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Q. 

A. 

Q* 

A. 

Mr. Pierson, are  you the same Gary E. Pierson who sponsored direct and rebuttal 

testimony for Arizona Electric Power Cooperative, Inc. (“AEPCO”) in this matter? 

Yes, I am. 

Have you reviewed the surrebuttal testimonies of Staff witnesses Messrs. Vickroy, 

Spangenberg, Kalbarczyk and Mazzini which were filed in this matter? 

Yes, 1 have. My rejoinder testimony provides AEPCO’s responses to certain issues 

raised by Messrs. Vickroy, Kalbarczyk and Spangenberg. I also present recommended 

revenue requirements and rates in support of and consistent with AEPCO’s rejoinder 

positions. Mr. Kurtz’ rejoinder testimony Will address key issues in Mr. Mazzini’s 

testimony. 

COST OF CAPITAL AND RATE SUFFICIENCY - AEPCO REJOINDER POSITION 

Q. 

A. 

Mr. Vickroy filed surrebuttal testimony on Staffs behalf presenting his response 

and recommendations to AEPCO’s rebuttal position regarding cost-of-capital and 

rate sufficiency. Please provide the Company’s response to Mr. Vickroy’s 

testimony. 

AEPCO continues to recommend that its revenue requirements be established based upon 

a debt service coverage ratio (“DSC”) of 1.32. As shown by Exhibit REV-3 to 

Mr. Vickroy’s direct testimony, AEPCO’s three-year historical average ratios (201 0- 

201 2) fall within - and, in one case, exceed - the A-rated range of financial metrics for 

electric generation and transmission cooperatives. Accordingly, AEPCO agrees with 

Mr. Vickroy ’s direct testimony, which stated: “Based solely upon historical, quantitative 
t 

362445 1/10421-0067 
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9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Q- 

A. 

metrics, AEPCO has produced financial results that could qualify it for an investment 

grade rating. The financial metric qualifications in total comprise 40 percent of the 

evaluation.”’ AEPCO’s recommended 1.32 DSC falls mid-way between the range of 

1 .2~-1 .4~  as shown on Exhibit REV-3. Where we disagree is whether AEPCO’s qualitative 

factors, which comprise 60 percent of the evaluation, also qualify the Cooperative for an 

investment grade rating. For the reasons stated at pages 1-4 of my rebuttal testimony, 

AEPCO believes that our risk levels fall within a normal range for an investment grade 

rating. Therefore, given the fact that the quantitative and qualitative factors support an 

investment grade rating, we continue to recommend revenue requirements be set based upon 

a 1.32 DSC. 

At page 2 of his surrebuttal testimony, Mr. Vickroy discusses the Supplement to 

Petition for Administrative Reconsideration that AEPCO filed in late May of this 

year with the Environmental Protection Agency. Mr. Vickroy questions whether 

the EPA’s very prompt agreement to reconsider has reduced any of the risks 

identified in Staffs direct testimony. Please provide the Cooperative’s response. 

The EPA’s approval of our petition only nine days after we filed the Supplement is a very 

strong, positive message that the EPA will act favorably on our proposed BL4RT 

alternative. As further evidence of that, the EPA has agreed that AEPCO should start the 

process of modifying the State Implementation Plan to incorporate AEPCO’s proposed 

BART alternative. Importantly, this development has greatly reduced AEPCO’s 

construction build-risk exposure and addresses the concerns raised by Mr. Vickroy at 

Vickroy Direct Testimony, p. 12,II. 22-25. 

2 162445 111092 1-0067 
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Q. 

A. 

Q. 

A. 

page 14 of his direct testimony. Specifically, as I discussed at page 2 of my rebuttal 

testimony, our BART alternative decreases the originally anticipated capital remediation 

investment from an approximate $190 million to a $30 million level. 

At page 3 of his surrebuttal testimony, Mr. Vickroy states that AEPCO’s rates are 

not competitive when compared to other utilities in the region. What is AEPCO’s 

position on this issue? 

For several years, AEPCO has been tracking its rates in comparison to the rates of other 

utilities in the region and taking a variety of efficiency and cost-effective step:: to 

improve our competitiveness. These comparisons (which we shared with Staff during 

discovery) show the improvements AEPCO has made over the years. Our recent victory 

on rail rates, which led to a more than 20% decrease in delivered coal costs, is just one 

example of our efforts and successes. As indicated in my rebuttal testimony ar page 6, 

the best way to continue AEPCO’s progress regarding rate competitiveness is to grant our 

request to lower our revenue requirements rather than to hold them steady as Mr. Vickroy 

proposes. 

Also at page 3 of his surrebuttal testimony, Mr. Vickroy suggests AEPCIB 

incorrectly contends that partial-requirements contracts do not carry more risk 

than all-requirements contracts. Please respond. 

Although rating agencies may routinely assign more risk to generation cooperatives with 

partial-requirements contracts, they primarily do so because of a concern that the 

, .  

cooperative will not be able to recover its costs from partial-requirements mehbers. This 

$62445 I!’IO421-O067 3 
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Q. 

A. 

Q* 

A. 

rationale, however, does not apply to AEPCO, because our PRM contracts require 

monthly fixed and O&M charges. These charges assure AEPCO’s full recovery of its 

fixed costs associated with serving each Member. Further, the fact that AEPCO is now 

providing scheduling and trading services for two of its PRMs and, as a result, is more 

familiar with their power needs should also remediate any negative perceptions regarding 

PRM-related risks. 

Does Mr. Vickroy’s analysis of the Cooperative’s risk profile alter AEPCO’s 

revenue requirements recommendation? 

No. AEPCO is confident that it does and will continue to rate positively on both the 

quantitative gnJ qualitative criteria. Since our last rate case, we have worked closely 

with our Members to operate more efficiently and at lower costs. It is very appropriate to 

pass along those savings to the Members and their retail customers. Therefore, we 

continue to recommend that our revenue requirements should be based upon a 1.32 DSC. 

COAL PROCUREMENT AND INVENTORY MANAGEMENT - 
AEPCO REJOINDER POSITION 

Please provide the Company’s response to Mr. Spangenberg’s surrebuttal testimony 

regarding AEPCO’s coal forecasting, procurement and inventory management. 

Mr. Spangenberg’s testimony indicates that AEPCO has avoided dealing with Liberty’s 

conclusions and recommendations on these topics. To the contrary, as indicated in my 

rebuttal testimony at pages 12-13 and in the report provided by Ms. Regis, we have taken 

and continue to take steps (1) to improve the accuracy of our coal forecasting and (2) to j 

!624451110421-0067 4 
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bring our coal inventory within the target range. Our efforts have been successful, as 

demonstrated by the fact that, as of June 26, our coal inventory is approximately = 
tons, which is now, once again, within our target range. The chart below illustrates the 

reduction of AEPCO’s coal inventory from June 2012 to June 201 3. It also shows that, in 

just the past eight months, our inventory has been cut in half. 

- . .  

AEPCO Monthly Coal Inventory Tons 

Q. 

A. 

Additional evidence of the success of AEPCO’s aggressive coal management strategy is 

the fact that AEPCO has lowered its average delivered cost of cod by more than 20% 

since our 201 1 test year. 

Mr. Spangenberg states that AEPCO’s rebuttal testimony contains new ihformation 

and changed positions. Do you agree? 

No. Our rebuttal testimony is consistent with the information and data provided to 

Liberty in response to more than 200 formal and informal data requests. As to 

Mr. Spangenberg’s specific example of a “revised position,” the information in 

5 362445 1/1042 1-0067 
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Q. 

A. 

Q- 

A. 

Ms. Regis’ report is entirely consistent with AEPCO’s data request response in which we 

explained that spot purchases accounted for the increase in inventory after March 2012, 

As indicated in that same data request response, those spot purchases did not impact our 

annual coal levels, which remained about the same at the beginning and end of 2012 

tons as of 1/1/2012 compared to tons as of 12/31/2012). 

3 6244 5 1 / I  042 1 -0067 6 

Does Mr. Spangenberg’s testimony regarding AEPCO’s coal supply practices 

change the Cooperative’s position? 

No. We still find Liberty’s criticisms of our 2012 coal strategy misplaced. That being 

said, we are in agreement regarding best practices going forward. AEPCO has been and 

will continue to be committed to ensuring accuracy in its coal forecasting process and 

aggressively managing its coal inventory for the benefit of its Members. Our success in 

using the STB rail rate victory to lower coal costs and our ongoing reduction of our coal 

inventory is firm evidence of that. 

ECAR TARIFF - AEPCO REJOINDER POSITION 

Staff‘s surrebuttal testimony recommends that AEPCO’s revenue requirements be 

held at test year levels and also recommends that the rate case be held open for 

further consideration of AEPCO’s proposed ECAR tariff. What is AEPCO’s 

reaction to these combined proposals? 

AEPCO offered the ECAR tariff in our rebuttal testimony in order to address Staffs 

concerns about our ability to raise capital in response to future EPA compliance 

requirements, particularly given our proposed revenue requirements decrease. The 
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Q. 

A. 

Q. 

A. 

ECAR was proposed under the assumption that AEPCO’s rates would be based on a 

lower DSC of 1.32. AEPCO does not believe that the ECAR i s  appropriate if Staffs 

higher DSC recommendation is approved. 

If the Commission approves AEPCO’s request for rates based on a 1.32 DSC, what 

is the Cooperative’s position regarding Mr. Kalbarczyk’s proposal that the rate case 

be held open to continue discussions with Staff regarding the ECAR mechanism? 

Under that assumption, AEPCO agrees that the docket should be held open. We will 

work with Staff to develop the process for, and details of, the ECAR mechanism. 

At page 6 of his surrebuttal testimony, Mr. Kalbarczyk suggests that the ECAR 

should be set at zero until AEPCO’s completion of an economic study of Apache 

Station. Please provide tbe Cooperative’s response to this proposal. 

After receiving Staffs surrebuttal testimony, AEPCO met with Staff to try to gain a 

better understanding of the kind of study being suggested and how it will relate to the 

ECAR mechanism. While we were not able to reach complete agreement with Staff on 

the details and conditions associated with the study, the discussion did assist us in 

refining our study proposal. We request that the Commission approve the following 

process as compliant with any study requirement. 

Specifically, the study by our Strategic Resource Planning Group (,,SRPG”j (which has 

already begun) involves a detailed comparison of the continued operations of Steam 

Turbines 2 and 3 under AEPCO’s BART proposal with a mix of other Apache resource 

342445 1/1042 1-0067 7 
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Q* 

A. 

supply options/modifications, including, but not limited to, different operating 

configurations of the two steam turbine units; construction of new natural gas-fired 

resources; and replacement purchased power agreements (“PPA”) with associated 

transmission upgrades. The study will examine the impacts of these and other scenarios 

on operating costs, capital requirements, stranded investment and unit retirement costs. 

We will also conduct a Request for Proposal or similar process to verify market 

assumptions and long-term PPA market costs. The foregoing information will then be 

used by AEPCO in preparing financial forecasts and rate projections. The results of these 

various analyses will be submitted to the Commission - inciuding a non-confidential 

executive summary that can be made available to the public - on or before June 30,2014. 

Our discussions with Staff regarding ECAR details can proceed while the study is being 

conducted. The ECAR, once approved by the Commission, should be set at zero until the 

study is submitted and an appropriate ECS is developed. 

SUMMARY OF AEPCO REJOINDER POSITION 

Mr. Pierson, please summarize AEPCO’s rejoinder position. 

AEPCO’s rejoinder position regarding operating income and rate design is the same as 

presented in ow rebuttal testimony. Specifically, we request that the Commission authorize 

a reduction in our revenues of approximately $4.3 million instead of S W s  proposal of no 

change. For east of reference, my Exhibit GEP-9 summarizes AEPCO’s original rate filing, 

Staffs direct testimony, AEPCO’s rebuttal, Staff’s surrebuttal and AEPCO’s rejoinder 

positions. 

362445 1/1042 1 -0067 8 
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Q. 

A. 

AEPCO and Staff‘ agree on rate design, although our proposed rates differ because of our 

different positions on DSC. My Exhibit GEP-10 summarizes AEPCO’s current rates, its 

filed rates, Staffs direct proposed rates, AEPCO’s rebuttal proposed rates, Staffs 

surrebuttal proposed rates and AEPCO’s rejoinder proposed rates. We request that the 

rates shown in column 6 of Exhibit GEP-10 be approved to go into effect on 

November 1,20 1 3. 

If the Commission approves the revenue requirement proposed by AEPCO, then we also 

request that the Commission hold open this docket for Staff and AEPCO to bring back to 

the Commission a joint recommendation on, and a request for approval of, an ECAR 

tariff and plan of administration. 

We also request that the Commission approve the SRPG planning process which 

Mr. Kurtz and i have described in our rejoinder testimonies. 

Finally, AEPCO requests (1) its Purchased Power Fuel Adjustor Clause be continued 

with the revisions discussed in my direct and rebuttal testimonies, as well as (2) approval 

of the depreciation rates stated in Exhibit PS-2 to MI-. Scott’s direct testimony. 

Does this conclude your rejoinder testimony? 

Yes, it does. 

362445 1/1042 1-067 9 





Exhibit GEP-9 

Arizona Electric Power Cooperative, Inc. 
Comparison of Increase in Gross Revenue Requirement 

Test Year Ended December 31,2011 

Col. A COL 3 C O L  c Col. D Col. E 
Company Staff Company Staff Company 

Line As Filed Direct Re butta I Surrebuttal Rejoinder 
NO. Description Position Position Position Position Position 

1 Summary otRevenue Increase Proposed: 
2 
3 
3 
4 
5 
6 
7 
8 
9 

10 
1 1  
12 
13 
14 
1s 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

Proposed Revenue l n c m s e  
Revenues in Test Year - Present Rates 
Revenue Increase Percentage 

Pro Forma Statemend of Operations 
wilh Proposed Rates: 
Operating Revenues 
Operating Expense 

5kctric Operating Margios 
Interest & Other Deductions 

Operaling Margins 
Non-Operating Margins 

Net Patronage Cnpital o r  Margins 

Times Interest Earned Ratio: 
Net Patronage Capital or Margins 
Interest 00 Long Term Debt 

Total 
Times Intern1 Earned Ralio 

Debt Service Coverage Ratio: 
Net Patronage Capital o r  Margins 
Depreciation & Amortization 
Interest on Long Term Debt 

Totai 

Interesl on Long Term Debt 
Principal Payments 

Debt Service 
Debt Service Coverage Ratio 

Reluro on Fair Value Rate Bate: 
Electric Operating Margins 
Rate Base 

Return on Fair Value Rate Base 

S (4,527,467) S ~~~ - S ,  (4,287,465) S - S (4,281,4651 
S 154,924,873 S 154,924,871 S 154,924,871 S 154,924$71 S 154,924,871 

-2.92% 0.00% -2.77% O,oo% -2.77% 
-----.-..o(LIp. 

S 159,097,135 S 163,624,600 S 159,337,135 S 163,624,600 S 159,337,135 
148,420,479 148,420,479 148,660,479 148.660.479 148,660,479 

10,676,656 
9,745,481 9,745,481 9,745481 9,745,481 9,745,481 

931.1 75 5,4S8,640 931.175 5,218,640 931,175 

10,676,656 15,204,121 10,676,656 14,964.1 21 

I,O26,046 1,026&6 1,026,046 1,026,046 1,026,046 
S 1,957,221 S 6,484,686 S 1,957.221 S 6,244.686 S 1,957,221 

S 3,957223 S 6,484,686 S 1,957,221 S 6344,686 S 1,%7,2l 
9,28 137 1 9,281,m I 9.28 1.87 I 9j81,mi 9.Url.811 

S 11,239,092 S 15,766,537 S 11339,092 S 15,526,557 S 11,239,092 
1.21 1 2 1  1-67 171 

S 1,957,221 S 6,484,686 S 1,957,221 S 6,244,686 S 1,957,221 
13,349.504 13349,504 13349,504 13349.504 13.349.504 
9,281,871 9,281,871 9,281,871 9,281,871 9,281,871 

S 24,588,5% $ 29,116,061 S 24,588,5% S 28,876,06l S 24,588,596 

S 9,281,871 S 9,281,871 S 9,281,871 S 9,281,871 S 9,281.871 
9,345,853 9,345,853 9,345,853 9,345,853 9,345,853 

S 10,676,656 
S 267,463,587 

3.9vo 

References: 
Column A: Company Original Filed Schedules 
Column B Company Rebuttal Testimony and Schedules 

S 15,204,12I S 10676,656 S 14,964,121 S 10,676,656 
0 261,075,032 S 261,075,032 S 261,075,032 S 261,075,032 

5.82Oh 4.09% 5.73% 4.09% 

Column B StafTDirect Testimony and Schedules 
Column D Kalbarcyzk Surebuttal Testimony and Exhibits 
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Exhibit GEP-11 

APACHE STATION STUDY 

The Strategic Resource Planning Group (“SRPG”) Apache Station Study (which has already 

begun) involves a detailed comparison of the continued operations of Steam Turbines 2 and 3 

under AEPCO’s BART proposal with a mix of all resource supply optionshodifications 

including, but not limited to: capacity and energy purchases, purchase of existing supply 

resources; different operating configurations of the two steam turbine units; construction of new 

natural gas-fired resources; and replacement purchased power agreements (“PPA”) with 

associated transmission upgrades. The study will examine the impacts of these and other 

scenarios on operating costs, capita1 requirements, stranded investment and unit retirement costs 

under a range of forecasts for key operating parameters (for example, fuel costs), We will also 

conduct a Request for Proposal (“RFP”) or similar process to verify market assumptions and 

long-term PPA market costs. That process will make clear to market participants that our 

interest in potential purchases is real, and not limited merely to amassing information for study 

purposes. The foregoing information will then be used by AEPCO in determining what resource 

options to pursue (including but not limited to those identified as part of the RFP process) and in 

preparing financial forecasts and rate projections. 

The results of the SRPG study and supporting analyses will be submitted to the Commission (as 

will a non-confidential executive summary that can be made available to the public) on or before 

June 30, 2014. The results of this study will consider the relevant factors affecting the 

continuing viability of Apache Station including, without limitation, pending and future EPA 

requirements. The study and resulting dialogue with stakeholders, including the Commission, 

3668333W1042 1-0067 



Exhibit GEP-11 

will become the lynchpin of AEPCO’s resource planning and capital budgeting process. We will 

seek to determine what options best suit the needs of our Members over the long term, without 

prejudging the prudence of continuing or ceasing investments in Apache Station in accordance 

with Section R14-2-103(A)(3)(1) of the Arizona Administrative Code, AEPCO will, during the 

pendency of the study and within a reasonable time for review of the results of the study, limit 

investments at Apache Station to those clearly required for legal, regulatory, and safety reasons 

and for preserving operational capability and availability. But our intent in conducting the study 

remains the same - we will not make other major investments (e.g. major environmental 

equipment upgrades) until after the study is completed and, then, only in the event and to the 

extent that such investments are supported by the study. 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

P. 
4. 

Please state your name and business address. 

My name is Vincent Nitido and my business address is 8600 West Tangerine Road, 

Marana, Arizona, 85658 

What is your position with Trico Electric Cooperative, Inc. (“Trico” or the 

“Company”)? 

I am Chief Executive Officer and General Manager of Trico. 

What is the purpose of your rebuttal testimony? 

My rebuttal testimony provides support for the rate decrease that Arizona Electric Power 

Cooperative (“AEPCO) requested in this case, I also oppose Staf€‘s proposed 

adjustments to the revenue requirement that will result in higher rates than requested by 

AEPCO. If Staff‘s recommendation is adopted, our average residential member will see 

an annual bill increase of almost $50. 

I also support the Rebuttal Testimony of Carl Stover, which is being filed on behalf of 

Mohave Electric Cooperative. 

Please describe Trico. 

Trico is a not-for-profit electric cooperative serving more than 3 8,000 member-customers 

in northwest Tucson, Marana, Mt. Lemon,  Corona de Tucson, Sahuarita, Green Valley, 

Three Points, Arivaca and adjacent rural areas. We primarily serve residential customers 

but we have a small but growing number of commercial customers and some large 

commercial and industrial customers. 

As a member-owned distribution cooperative, each of our customers is also a member of 

the cooperative. We are governed by a seven member board of directors. Trico members 
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Q. 

A. 

Q. 
A. 

elect fellow members to represent them on the cooperative‘s board of directors. One 

representative is elected from each of seven director districts. 

Trico is a partial requirements member of AEPCO. Trico still purchases the majority of 

its electricity from AEPCO, as set forth in Schedule H-2 in AEPCO’s application in this 

docket. 

AEPCO has proposed a Debt Service Coverage (“DSC”) of 1.32 in its Testimony. 

Does Trico support the proposed DSC? 

Trico supports the DSC of 1.32 that AEPCO has proposed in its Application and reiterates 

that position in its rebuttal testimony. The DSC of 1.32 is the same as what was approved 

in AEPCO’s last rate case. Trico agrees with AEPCO that the 1.32 DSC will provide 

adequate operating revenue while minimizing the rate impact on AEPCO’s member 

distribution cooperatives and their customers. The 1.32 DSC will result in a 2.92% overall 

revenue requirement decrease for AEPCO. 

What is Trico’s position on Staff’s DSC recommendation? 

The direct testimony of the Staff witnesses in this docket recommends a revenue 

requirement that would reflect a significantly higher DSC of 1.56, which is outside of the 

sufficiency range (1.20 to 1 S O )  discussed by S m .  Staffs proposed revenue requirement 

effectively eliminates any rate reduction proposed by AEPCO. Trico does not support 

S t a s  recommendation. 

As Mr. Pierson has indicated in his rebuttal testimony, AEPCO and its members analyzed 

Staffs recommendation and concluded that a DSC of 1.32 remains appropriate. 
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Q. 
A. 

Q. 
4. 

P. 
4. 

What would be the impact if Staffs DSC recommendation is adopted? 

Trico has a purchased power and fbel adjustor mechanism that passes through Trico's 

cost of wholesale power and transmission to its members, including power purchased 

from AEPCO. Staff's recommendation will increase AEPCO's rates above what AEPCO 

is proposing and result in higher-than-necessary rates to our members. Under Staff's 

recommendation, the average Trico residential member will pay approximately $4.00 per 

month more on average than under AEPCO's recommendation. Thus, S W s  

recommendation will cost the average Trico residential customer almost $50 per year 

more than AEPCO's recommendation. 

Can you describe those concerns in more detail? 

Certainly. Trico believes it and its member-customers should not be burdened with any 

more of an increase than necessary to provide AEPCO with sufficient net margin and 

cash flow to run its operations. Trico, being a distribution cooperative, has been in the 

position of requesting increases to rates twice in the past eight years. At the same time, 

Trico has sought to increase rates only when necessary and only to the extent necessary 

to cover operating expenses and provide a sufficient margin so that it can continue to 

operate. Considering the current economic climate, any increase should be no more than 

necessary. Trico is unconvinced that Staff's recommendation for AEPCO is essential for 

AEPCO. To the contrary, AEPCO's rebuttal filing confirms that it believes it needs less 

revenue than Staff is recommending. 

Has Trico reviewed the rebuttal testimony of MEC witness Carl N, Stover, Jr.? 

Yes. 
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Q* 

A. 

Q. 
4. 

Does Trico support Mr, Stover’s analysis regarding the competing proposals of 

AEPCO and Staff? 

Yes. Trico agrees with Mr. Stover’s analysis concerning S W s  revenue 

recommendations. Mr. Stover’s testimony reflects Trico’s concerns over Staffs position. 

Does this conclude your testimony? 

Yes, it does, 
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